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RECENT FEDERAL RESERVE POLICY’ 


I, THE SIGNIFICANCE OF THE POST-CRISIS YEARS IN THE 
DEVELOPMENT OF FEDERAL RESERVE POLICY 


Y THE title of his book published in 1925, Governor 
Harding characterizes the years preceding that date as 
the “formative” years in the growth of the federal re- 

serve system.’ Even had his book been written as early as 1921, 
there would have been on record a series of accomplishments 
and formulations of principles of policy which could be regarded 
as relatively permanent and final. It was in these earlier years 
that the larger part of the country’s gold resources was brought 
within the coffers of the reserve banks; that the reserve banks 
became the holders of the entire legal reserves of member banks; 
that note issue arrangements were greatly simplified and liberal- 
ized. By these and other means, the powers and resources of the 
reserve banks were considerably enlarged. In the field of policy, 
by means of generous eligibility rulings, it had been determined 
that the reserve banks were to be made as serviceable as possible 


* This is the first of two articles which are planned to present the principal 
policy achievements of the federal reserve system from the close of 1921 to the 
present time. In this article the period surveyed will extend from the industrial 
recovery of late 1921 to the spring reaction of 1923. The reader will understand 
that the dates are selected for the purpose of convenience of exposition and do 
not imply that their termination indicates a complete change in the character of 
reserve problems. 

*W. P. G. Harding, The Formative Period of the Federal Reserve System. 
Boston, 1925. 
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to country as well as to city banks; that exchange charges were 
not to be levied against reserve banks; and that no general low- 
ering of membership requirements was to be recommended for 
the purpose of facilitating entrance into the system of those 
eligible state banks which had displayed no great zeal to join. 
Although debate continued, decisions in all these matters proved 
to be enduring with respect to the future functioning of the sys- 
tem. They have not been altered in recent years. 

But, despite such accomplishments, federal reserve policy 
prior to 1921 had to be conceived with large regard for treasury 
requirements, and it was not until the effects of war (not treas- 
ury) finance had tended to disappear that the period significantly 
“formative” for peace time operation could begin. As long as 
war-time necessities were operating little could be done to de- 
termine the place the reserve banks should occupy in the coun- 
try’s financial machinery and the relative importance in the 
future of their various powers. In 1921 it would have been in- 
deed hazardous to predict whether the average member bank 
would be a continuous, or only an occasional, user of reserve 
credit, and whether the reserve banks would customarily supply 
any large part of the country’s credit accommodations and ex- 
change media. In the regulation of discount advances, previous 
experience threw little light on whether the reserve banks would 
rely chiefly on rate changes, on the arbitrary decisions of man- 
agement, on the condition of the applying bank, or on the char- 
acter of the paper tendered. In the fixation of rates, discount 
procedure had developed no principles of permanent applicabil- 
ity. Whether rates, to be effective, must be above those borne by 
the great mass of member banks’ customers’ paper, or only re- 
lated to the rates banks earn by investing funds in the country’s 
central money markets, was still a matter of conjecture. Nor had 
experience conclusively indicated whether rates should be uni- 
form as between the different districts or whether they should 
vary according to the conditions of the locality wherein the ap- 
plications originate. More generally, little could be safely ven- 
tured in reply to the pessimist’s contention that the powers of the 
reserve banks were not sufficient to enable inflationary demands 
to be resisted on occasions of excessive business optimism. 
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Those who entertained pessimistic forebodings were further- 
more concerned on account of the divergencies of opinion re- 
garding the proper tests of the general credit policies of the re- 
serve banks. Should, for instance, the reserve banks adapt their 
activities to the end of stabilizing commodity prices, of maximiz- 
ing production, of facilitating the re-establishment of the gold 
standard throughout the world, or of protecting the reserve 
ratios? If the last-named objective should be accepted, what 
alterations should be made in methods of computing reserves in 
order that they might become more sensitive indicators of credit 
conditions? While there had been much anticipatory thinking on 
these matters, it had not yet been possible to subject the various 
theories to the test of experience, or to foresee comprehensively 
and accurately the economic setting of the periods in which de- 
cisions must be made. 

What technical methods, furthermore, were the reserve banks 
to develop to enforce their judgments with respect to the credit 
needs of the country? Were open market dealings to occupy a 
purely subsidiary and accessory réle in reserve policies, or were 
they to become major instruments, so that henceforth the real 
initiative of the reserve banks would be manifested by the vol- 
ume of their purchases and sales, with discount rates and dis- 
count procedure adjusted thereto? If open-market activities 
were to become emphasized, would any machinery be set up 
to co-ordinate the purchases and sales of the different district 
banks? Or was each reserve bank to go its own way, subject only 
to nominal supervision by the Federal Reserve Board? 

In many respects, therefore, a large part of the formative 
work in organizing the reserve system had scarcely been begun 
until after 1921. The purpose of this series of articles is ac- 
cordingly to examine the main developments of federal reserve 
policy in the years following 1921. The period surveyed in this 
erticle will conclude with the spring reaction of 1923. 

A few words of explanation regarding viewpoint may now 
be introduced. In many circles there has been a disposition to 
assert that the periods here considered comprise the only “nor- 
mal” years in the history of the reserve system. In support of 
this view, it is commonly observed that the Treasury Depart- 
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ment was mainly responsible for our war-finance policies, and 
that the requirements of Treasury finance continued to demand 
first attention for many months after the signing of the armi- 
stice. It is further urged that the reaction of 1920 was a conse- 
quence of the war and post-war inflation, and that during 1920 
and the greater part of 1921 the principal task of the reserve 
banks was to meet the abnormal credit demands of the crisis. 
Consequently it is deduced that it was not until industry began 
to recover from the reaction of 1920 that progress could be made 
in the formulation of permanently applicable principles of re- 
serve banking. 

This view may be accepted, provided we are not led to con- 
sider the years following 1921 as thoroughly normal with respect 
to the “setting” thev established for the federal reserve adminis- 
tration. Certainly the post-crisis years have been characterized 
by many unusual financial complications. Huge gold movements, 
political attacks growing out of the so-called “deflation,” disor- 
ganized foreign exchanges, marked alterations in the investment 
operations of member banks—these and many other recent dis- 
turbances have rendered reserve operations complicated and per- 
haps untypical. Federal reserve activities in late years have 
been shaped largely by the necessity of making proper financial 
adjustments on account of these changing influences. In general, 
the only respect in which reserve problems of recent years seem 
to have become less exceptional lies in the fact that primary at- 
tention has not had to be devoted to the fiscal problems resulting 
from war. In this aspect only do the closing months of 1921 
begin a period more “normal” than those which had preceded. 


II, THE GENERAL CREDIT SITUATION AT THE BEGINNING OF 1922 


It is beyond the scope of this discussion to attempt a com- 
plete reconstruction of the financial atmosphere at the beginning 
of 1922. It will be necessary, however, to recall a few of the 
main currents of trade and credit movements of the preceding 
year. First of all, attention is directed to the course of member 
bank credit during 1921. 

If we take as a guide the returns of the reporting member 
banks, then about eight hundred in number, it will be noted that 
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member banks’ security operations during 1921 underwent little 
change. These banks’ holdings of stocks and bonds, as well as of 
loans secured by stocks and bonds, closed the year at approxi- 
mately the same figures as those prevailing at the beginning of 
1921. Quite otherwise, however, was the course of member 
banks’ commercial credit operations. The item which reflects 
most clearly commercial uses of credit, “other loans,” stood at 
g.2 billions on January 7, 1921. By January 4, 1922, “other 
loans” had fallen to 7.5 billions. This decline of somewhat less 
than two billions had proceeded at a fairly uniform rate during 
the year. 

In view of this fairly steady reduction in member banks’ 
commercial advances it might be expected that price liquidation 
and general industrial activity would have declined with similar 
regularity throughout the year. But the abrupt fall of commodity 
prices ceased about the middle of the year and the price level 
remained practically unchanged during the last six months of 
1921. Thus the “All Commodities” index of the Bureau of Labor 
fell from 177 in January to 148 in June. On December this price 
index stood at 149. Had the Board’s “Index of Production in 
Basic Industries” then been available, it would have shown sim- 
ilarly that decline was arrested by the middle of the year. But 
unlike the price index in the second half of the year, the series 
which were later worked into the basic production index ad- 
vanced in such a way as to make up the losses of the first six 
months. As later computed, this index fell from 84 in January, 
1921 (1919100), to 77 in June. By December the production 
index had returned to 83.5. Three facts which the figures cited 
reveal require emphasis. First, member banks, by 1922, had ex- 
perienced no increased strain on account of the demand by busi- 
ness for commercial loans. Second, the precipitous decline in 
prices had been at least temporarily suspended. Third, a marked 
recovery in the physical volume of basic production was taking 
place. 

The developments of 1921 had increased markedly the abil- 
ity of the reserve banks to supply enlarged credits. Throughout 
1921 the total deposits of the reserve banks had remained fairly 
stationary. Federal reserve notes in circulation had declined, 





254 HAROLD L. REED 


however, by more than a billion dollars.* At the same time, large- 
ly as a consequence of gold imports, tial reserves had increased 
approximately $75,000,000. The combined reserve ratio of the 
system thus advanced during the year from 45 per cent on De- 
cember 30, 1920, a figure not much above the legal minimum, to 
71 per cent on December 28, 1921. 

Discount rates in effect January 1, 1922, were 414 per cent 
at Boston, New York, and Philadelphia, 542 per cent at Minne- 
apolis and Dallas, and 5 per cent at the remaining seven reserve 
banks. 


III. THE RATE PROBLEM AT THE BEGINNING OF 1922 
As long as rates are only infrequently changed, the an- 
nouncement of new discount schedules must inevitably incite 
the most intense interest in federal reserve activities. Ordinarily, 
rate changes disclose administrative intent much more decisively 
than other measures. On the other hand, the purchases of gov- 
ernment securities and the size of the securities portfolio vary 
from week to week, and it is sometimes difficult even for the ex- 
pert to determine the significance of fluctuations in this item of 
earning assets. Although open-market holdings may have been 
moving consistently in one direction for a period of time, the 
process is usually slow and gradual and public attention is not 
so suddenly drawn to the operations of the reserve banks. The 
enactment of new rate schedules, however, signifies either that in 
the judgment of the reserve administration a new situation in 
the money market has developed or that the reserve banks are 
determined to employ vigorous efforts to create a change. Rate 
changes are of a positive and emphatic nature. They are deliber- 
ately decreed by administrative bodies and they are not nearly 
so likely as open-market operations to signify merely cautious 
experimentation. 
For these reasons it might be expected that at the beginning 
of 1922 adequacy of the rate structure would assume prime im- 
portance in the deliberation of the district directorates and the 
*It would of course be expected that reserve balances would not fluctuate 
within so wide a range as reserve notes. Reserve balances constitute the legal 


reserves of member banks. A large expansion or contraction in member bank 
credit might therefore take place without any very considerable alteration in the 
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Federal Reserve Board. But at that time it would seem that spe- 
cial factors also would magnify the emphasis upon the rate ques- 
tion. During 1921 reserve discount rates had been lowered fre- 
quently. To select New York as an illustration, the month of 
April found the 7 per cent maximum rate still in effect. Within a 
period of eight months, successive reductions had brought the 
rate down to 4% per cent. Further reductions could no longer be 
urged merely on the ground of correcting the “abnormally” high 
schedules of the crises years. They must be justified with pri- 
mary reference to credit and industrial requirements. Then 
again, with rates at the “reasonable” figure of 4% per cent, fu- 
ture changes must go far to disclose the reserve administration’s 
position regarding the place reserve rates should occupy in the 
money market. Further reductions would seem to indicate the 
final rejection of the contention that reserve rates should not be 
far below the rates member banks customarily obtain on ordi- 
nary customers’ loans. They would seem rather to forecast that 
in the future reserve rates would be more closely tied up with the 
rates prevailing in the country’s financial centers on operations 
in which banks located in all parts of the country regularly par- 
ticipate. Relating reserve discount rates to the lower “open mar- 
ket” rates of New York city and other financial centers would 
appear in turn to necessitate, as a means of controlling the vol- 
ume of reserve credit, a larger degree of reliance upon other 
measures, such as establishing basic borrowing lines, scrutinizing 
with greater care the paper offered in applications, and, if neces- 
sary, direct refusals in doubtful cases. 

With rate decisions of 1922 likely to have such far-reaching 
results, the reserve banks would undoubtedly have been relieved 
to find the balance of argument pointing decisively to one course 
or the other. But the task of the reserve administrative bodies at 
this time was not to be so easy. Some of the developments of 
1921 seemed to point to the desirability of higher rates, while 


volume of reserve balances. On the other hand, the outstanding volume of federal 
reserve notes would be more or less proportionately affected by the return of 
currency from circulation or by an enlarged demand for currency. The more 
variable item should be the note account. 
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others indicated that advantages might be found in lower sched- 
ules. There was also much to support the contention that the 
need of changing rates in either direction was not yet clear, and 
that decisions should be postponed until the business atmosphere 
had further cleared. 

At this time one of the first elements in the problem to be 
considered was the effect of the rate reductions of 1921 upon the 
borrowing dispositions of member banks. The large and contin- 
uous use of reserve resources by a considerable number of banks 
was undoubtedly occasioning much apprehension. Thus, to quote 
from the report of the Federal Reserve Board for 1922: 

At the end of 1921, after liquidation had been under way for more than 
a year, there were still 906 member banks whose borrowings from the fed- 
eral reserve banks were no less than three times as large as their normal 
basic line, that is to say, these banks were receiving at least three times as 
much accommodation as their pro rata share of the lending power of the re- 
serve banks. The total borrowings of these banks constituted 494 per cent 
of their basic line, while the total borrowings of all the member banks were 
only 40 per cent of their basic line.* 

In other words, while reserve rates were low with respect to 
the rates member banks were receiving on the great bulk of cus- 
tomers’ loans, no precedent had then been frankly and generally 
accepted against the continuous use of reserve credit by member 
banks. Under these conditions reserve officials could not fail to 
be apprehensive as to whether further rate reductions would en- 
courage the practice of employing reserve credit for profit-mak- 
ing purposes. In this matter it should be remembered that the 
greatest doubt then prevailed with respect to the ability of the re- 
serve banks to employ effectively other means of restricting their 
credit offerings to member banks. 

The before-stated perplexity developed out of the rediscount 
practices of a portion of the member banks. If, however, the 
events of 1921 were to be considered from the standpoint of the 
general course of reserve credit during 1921, it would not appear 
necessary to impose any further checks upon the volume of redis- 
counting. Despite the frequency of the rate reductions of 1921, 
the total volume of reserve credit had continued to decline. This 
is indicated by the figures of Table I. 


* Report of the Federal Reserve Board, 1922, p. 3. 
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This decline in the outstanding volume of reserve credit co- 
incided, furthermore, with an unexpectedly large increase in re- 
serve ratios and consequently in the lending powers of the reserve 
banks. Virtually without interruption the reserve ratio of the 
system had improved from 46 per cent on January 7, 1921, to 73 
per cent on December 7. The year closed with the combined re- 
serve ratio above 70 per cent. 

But was this increase in the reserve ratio a consequence of 
an increase in the amount of the reserves of the reserve banks, 
or of the decline in the liabilities requiring reserve? In the report 

TABLE I 








Reserve Banxs’ Brit Hoipivcs 





Own Last Report Date oF 1921 


iounted Bills | Purchased Bi Total Bills® 
Di ted Bi i . 
in Thousands of i (in Thousands 





2,457,116 2,622,174 
2,389,510 170,503 2,560,013 
2,233,106 123,156 2,356,162 
2,076,568 103 ,609 2,180,177 
1,907,913 87,138 1,995,051 
1,751,350 31,601 1,782,951 
1,641,612 19,424 1,661,036 
1,491,035 35,320 1,527,255 
1,413,013 38, 889 ° 1,451,902 
1,313,027 62,316 1,375,343 
1,182,301 72,954 1,255,255 
1,144,346 114,240 1,258, 586 














* Alterati _ Be bling of securities were not of sufficient dimensions in 1921 to account for 


the reduction in b 

of the Board for 1921,° figures are given which indicate that the 
principal cause of the improvement in the ratio was the increase 
in reserve holdings. If the amount of reserves had not changed 
from November 5, 1920, to December 28, 1921, the reserve ratio 
on the latter date would have been 51.6 per cent. If, on the other 
hand, the liabilities had remained constant at the November, 
1920, figure, the reserve ratio would have been 59.3 per cent on 
December 28, 1921. Since on this date the actual ratio was 71 
per cent, the improvement of the reserve ratio must have been 
due much more largely to the increase in reserve money than to 
the decline in liabilities. In line with this reasoning, figures show 
that during 1921 cash reserves of the reserve banks increased 

* Op. Cit., 1921, p. 29. 
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about $750,000,000. This, in turn, was due in large part to the 
fact that 1921 brought to this country a net inflow of gold ex- 
ceeding two-thirds of a billion dollars. At a time when member 
banks were extensively indebted to the reserve banks, imported 
gold was employed very largely to reduce member banks’ in- 
debtedness at the reserve banks, thus improving the reserve ratio 
by decreasing the liabilities requiring reserve and increasing the 
reserve holdings as well. 

It could not be confidently anticipated, however, that gold 
imports would continue long in this large volume. It was highly 
doubtful whether there was enough free gold in the world to sus- 
tain such shipments to this country for any extended period of 
time. In view of the possibility that in the near future gold move- 
ments would be reversed, it might appear the part of wisdom for 
the reserve banks to husband the greater part of the incoming 
metal for such an emergency and not let it become immobilized 
in support of domestic credits. 

Examination of the condition of the reserve banks would 
thus seem to lead to inconclusive results. Little could be said ex- 
cept that the volume of reserve credit had declined considerably 
during 1921, that reserve ratios had increased markedly, and 
that a rather large number of member banks were excessively 
indebted to the reserve banks. The first two of these facts would 
seem to support a move to lower discount rates, and the third, to 
increase rates. The reduction in the volume of reserve credit 
signified less, however, when attention was called to the huge 
volume of reserve credit in use at the beginning of the year; and 
reserve ratios also lost some weight as an argument for lower 
rates when their increase was traced in great part to the “freak- 
ish” gold imports. On the other hand, the excessive indebtedness 
of some member banks might be dealt with by subjecting their 
discount applications to special scrutiny. While it is probable 
that to many reserve officials the balance of the argument seemed 
to favor a program of lessening the cost of reserve credit, it must 
have been just as clear to others that there should be no further 
encouragement to member banks to employ reserve credit until 
the number of excessive borrowers had been reduced and the 
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custom of making only occasional use of reserve credit had been 
more firmly established.* 

The gold question could be further analyzed, however, and 
in such a way as to make recent developments in trade and pro- 
duction the ultimate and decisive considerations. If further gold 
imports were not to become the basis of an enlargement in the 
credit offerings of member banks, they must be employed solely 
to reduce member banks’ indebtedness at the reserve banks. The 
sooner the reserve banks should thus lose money-market con- 
tact, that much sooner would they be deprived of power to dis- 
courage the development of inflationary tendencies in business 
by the imposition of credit checks. With member banks out of 
debt to the reserve banks, further gold imports, if there should 
be any, must increase the reserve balances of member banks and 
consequently provide them with the means of enlarging their own 


* Here and elsewhere in this article it may appear that the writer is depend- 
ing too largely upon conjecture in order to determine what was going on in the 
minds of the various reserve officials; that grounds are shown upon which dif- 
ferences of opinion could have existed, without establishing that such differences 
did in fact exist. The writer should here state that he has followed the method 
of direct inquiry as far as seemed to him profitable. He believes that no con- 
jectural cause of action is cited in this article which has not been acknowledged 
to him by at least one reserve official of influence. But to know how thoughts 
become translated into action is difficult, if not impossible, in a banking system 
with so complicated an administration as the federal reserve. At a meeting of, 
say, a district directorate, one man supports a certain move on one ground, 
another on another, and so on. Provided a majority of opinion exists as regards 
what should be done, it would be perhaps futile and possibly also undiplomatic 
to try to force a consensus of opinion as regards the dominant purpose. After 
such a meeting one official, when interviewed, will inform the investigator that 
the motive was this; another, that the motive was that, and so on. If it is 
borne in mind that there are in the reserve system 8 board members, 108 di- 
rectors, 24 agents and governors, it ought to be evident that almost anything 
could be proved merely by citing opinions. Moreover, for obvious reasons many 
of the most valuable opinions must be kept confidential. All one can do is to 
proceed by the method of inference and seek to determine whether, in the 
absence of a certain viewpoint or doctrine which was enunciated by an influen- 
tial person or faction, the activities of the reserve banks would have been what 
they were. Direct testimony of officials is necessary, but it is in very large degree 
of corroborative value only. In the following footnotes there will be a few cita- 
tions of opinion to support the argument. But the writer desires it to be under- 
stood that such opinion, no matter how well conceived, cannot constitute the 
sole reliance of an interpreter. 
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credit offerings to the business public by an amount several fold 
that of the gold imports. 

With this outcome in prospect, the question arose whether a 
somewhat more general use of reserve credit at that time might 
not be preferable to risking an uncontrollable expansion at a 
later date when a continued recovery of business might have de- 
veloped over-optimism. Solution of this problem required careful 
analysis of industrial developments during the closing months of 
1921. Judgments had to be formed whether further ease in the 
credit markets at that time would stimulate unhealthy tenden- 
cies in business. 

To those reserve officials who posed the problem in this way, 
the evidence was less conflicting. It was of course true that the 
decline of commodity prices seemed to have been arrested by the 
middle of 1921, and that in the last half of the year a noticeable 
recovery of production had been manifested. On this account it 
might be felt that the revival had already developed sufficient 
momentum and that more liberal credit terms might lead to un- 
healthy tendencies. 

But there would be much to offer against such a conclusion. 
It could not be contended that anything like complete recovery 
had been experienced from the disaster of 1920. Despite the cau- 
tion which all agreed must be observed in utilizing the available 
statistical materials, much of which consisted of data collected 
for the first time, it was incontestable that employment was still 
far below normal and that the time when complete use would be 
made of the country’s productive resources was quite remote. 
The recent crisis, moreover, had served to develop everywhere 
in business a spirit of caution and conservatism. These facts 
might well lead to the conclusion that it would be difficult to find 
a period when credit expansion would be more likely to foster 
enlarged production and less likely to be associated merely with 
excessive price advances. The case for checking the rapid de- 
cline in the demand by member banks for reserve credit was, 
therefore, strong. 

A number of other considerations also could be offered in 
support of a lower rate policy. In the first place, with rates at a 
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low point, more frequent increases could be decreed for the pur- 
pose of discouraging unsound use of reserve credit, if that policy 
should become necessary, than if rate increases had to begin at a 
higher point. In the second place, cheap money is always popu- 
lar and would seem to connote recognition of the country’s defla- 
tion difficulties. It will be remembered that the Joint Commis- 
sion on Agricultural Inquiry had just completed its hearings, and 
that public attention in many other ways had been drawn to the 
question of the powers of the reserve banks. Legislators were 
proposing bills providing that the assent of Congress should be 
required before reserve discount rates could be advanced beyond 
a certain level. If reserve rates were brought down to a low point, 
however, would not the clamor for this type of legislation wane? 
Finally, all foreign factors, at least those of current importance, 
called for as cheap money as could be consistently provided here. 
An easy money market would shift some of the strain of inter- 
national trade financing from foreign central banks, would ren- 
der easier the flotation of foreign “reconstruction” securities 
here, and would aid New York to retain its newly gained position 
as a world banking center. 

By such arguments as these the case for still lower rates 
could be strongly put. Opposing conclusions had to be based 
largely upon the contention that it would be undesirable to in- 
crease the differential between reserve and market rates. But 
the practicability of wide differentials was esnecially open to 
question in a country where regional differences in money rates 
are so pronounced, and it began to appear that if necessary, 
other controls of rediscounting must be more extensively relied 
upon. By means of establishing basic borrowing lines for indi- 
vidual member banks, by encouraging the thought that it is not 
“proper” to be indebted to the reserve banks continuously, by 
advice, counsel, and even direct refusals, offset might be found 
against excessive rediscounting if rate measures alone should 
prove ineffective. 

With competent analytical support available, and subject to 
the influence of future tendencies in business, the various rate- 
fixing bodies in the reserve system probably became increasingly 
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receptive during 1922 to the idea that further reductions in rates 
should be decreed. We must now undertake a brief review of 
economic developments during the year 1922, for the purpose 
of ascertaining their influence upon reserve credit policy. 


IV. INDUSTRIAL AND CREDIT DEVELOPMENTS DURING 1922 


From an industrial point of view, rapid recovery continued 
throughout 1922 with virtually only one serious interruption, 
that occurring in the second quarter of the year. As previously 
noted, the Board’s seasonally adjusted index, which measured 
changes in the output of twenty-two basic commodities, began 
its upswing in the summer of 1921, at which time production was 
below 75 per cent of the rorg level.’ By January 1, 1922, this 
index had arrived at 87. By September it had passed 100, the 
1919 average, and at the close of 1922 it had reached 116. Here 
was a year’s gain of 29 points, or 33 per cent. 

No doubt this index exaggerates the improvement in trade in 
the aggregate. Recent statistical work, to which Mr. Carl Snyder 
has made great contributions, indicates that general trade under- 
goes no such variations as production in basic industries. This 
sensitive index is here employed merely to indicate the amazing 
speed with which in 1922 the abnormally low level of production 
of 1921 was overcome. 

In determining the healthiness of such an improvement, one 
of the most pertinent considerations is the change effected in 
stocks of basic materials. Usually, after a depression, recovery 
begins with low stocks. Most cycle theories argue that the wear- 
ing down of excessive stocks in depression is one of the most im- 
portant processes by which the economic stage is set for revival. 

* The Board’s “Index of Basic Production” here referred to was not com- 
pleted until the close of 1922. A large part of the materials therein utilized were, 
however, available much earlier. See testimony on this point of Mr. A. C. Miller, 
when interrogated by Mr. John R. Commons before the House Committee on 
Banking and Currency on May 16, 1928. This testimony is reproduced in Stabili- 
sation Hearings, 1928. Cf. for instance, p. 275. 

These index numbers are here cited to avoid the necessity of presenting 
evidence of a large number of separate series. Other index numbers could be cited, 


but it was felt that in interpreting federal reserve policy materials available to the 
federal reserve administration should be given the preference. 
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During the early stages of recovery no great alarm need be felt if 
inventories increase somewhat sharply above the low depths of 
depression. But if the figures should show that enhanced produc- 
tion was going in very large degree into stocks, there would be oc- 
casion for real alarm regarding the ability of business to continue 
its recovery. It might be surmised that enterprise was develop- 
ing an excess of optimistic error or that price movements and 
cheap credit were such as to render commodity speculation prof- 
itable. 

Figures published in the March, 1923, Bulletin, which had 
been currently available in 1922, showed, however, that the year 
had brought about no general increases in stocks of basic mate- 
rials. A considerable amount of other evidence also indicated 
that there was no marked tendency anywhere in the channels of 
trade for goods to accumulate excessively. 

To permit this increased distribution to consumers, money 
incomes are necessary. Of the many sources of our income 
streams, employers’ pay-rolls are very significant. Wage in- 
comes diminish sharply in depression and in recovery they must 
be regularly increased if consumers’ buying power is to be sus- 
tained. The evidence at hand did indicate the regular distribu- 
tion of more wage income. While the Board had not yet devel- 
oped its employment index, we read such statements as the 
following in the pages of the Bulletin: 

Industrial concerns in all parts of the United States reported further 
increases in numbers of employees during November (1922). The United 
States Employment Service reports that 1,428 firms added 44,653 employees 
in November as compared to an increase of 52,867 employees in October. 
In the three-month period ending November 30 these concerns increased 
their forces by 126,188, or about 8 per cent.® 

Employment at industrial establishments continued to increase during 
December for the eighth consecutive month. The Bureau of Labor Statistics 
reports that 3,294 establishments located in all parts of the United States 
employed 1,587,708 workers in December, which was 2.4 per cent more than 
in November.® 


It has already been suggested that another important cir- 
cumstance bearing upon the probable permanency of the recov- 


* Federal Reserve Bulletin (January, 1923), p. 17. 
* Ibid. (February, 1923), p. 156. 
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ery was the movement of commodity prices. Generally speaking, 
greater confidence could be reposed in the permanency of the re- 
covery if it appeared not to have been stimulated by rapidly ris- 
ing prices. We should therefore expect the federal reserve au- 
thorities to have been highly attentive to the year’s movements 
of commodity prices. 

If price movements during 1922 were to be expressed by the 
Bureau of Labor’s revised “All Commodities Index Number,” 
we would have the following figures:*° 
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From January until July this index increased steadily, to a 
total of seventeen points." During the last half of the year the 
upward movement was not pronounced. 

The steady advance in the first six months occasioned much 
criticism of the liberal credit policies of the reserve banks and 
undoubtedly developed much apprehension on the part of the 
reserve authorities. Many fears were expressed that we were en- 
tering upon a new era of price inflation and that the price ad- 
vance was stimulating, in an unhealthy manner, the improve- 
ment in production. 

Those who supported the rate decreases of the reserve banks 
offered a variety of arguments to refute these predictions of in- 

* These figures represent the results of the rather extensive revision effected 
by the Bureau of Labor in June, 1922. As in the case of the earlier figures 
quoted on p. 253 of this article, however, the base year remains 1913. 

“ Since the revised index of the Bureau of Labor was not available until 


July, 1922, the writer would have liked to employ the old series. Publication of 
the old series was suspended, however, with the April, 1922, figures. 
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flation. Some insisted that the advance was establishing a sound- 
er relationship between the depressed prices of agricultural prod- 
ucts and other prices. The Bureau of Labor’s figures showed, 
however, a fairly parallel movement in the prices of agricultural 
and non-agricultural commodities. By more complete analyses, 
the attempt was also frequently made to show that the relation- 
ships between different groups of prices had improved. Finally, 
the price advance of early 1922 was interpreted as a healthy re- 
action from the low points reached in 1920 and 1921. 

The most convincing reply, however, to those who predicted 
inflation and prophesied a sudden reversal of the improvement, 
was provided by a comparison of the relative movements of com- 
modity prices, basic production, and member bank credit. As 
previously indicated, the price advance was not nearly as marked 
as the gain in basic production. On the other hand, in spite of the 
price advance, the volume of member bank credit was not in- 
creasing markedly.** There was every indication that bank cred- 
it was being productively employed and that goods were being 
prepared for the consumer at least as rapidly as his money in- 
come was expanding. In a period of rapid revival, much of the 
activity in basic industries was forward looking. Some time 
would be required for the full force of the increased outputs to be 
manifested in the direction of increasing the flow of goods to the 
wholesale markets, where the prices of the Bureau of Labor’s 
index were obtained. But when the full stream of finished goods 
should thus report itself, it would be expected that price ad- 
vances would be more difficult to sustain. 

In line with this explanation, wholesale prices, as has been 
indicated, ceased their abrupt increase in the last half of 1922. 
But instead of interpreting this stabilizing of prices in terms of 
the consequences of the previous increase in production, there 
has been a disposition in many quarters to ascribe it to credit 
checks imposed by the reserve banks. The fact that all rate 
changes of the reserve banks during 1922 were reductions rather 
than increases and that open market adjustments by the reserve 
banks were only moderate did not apparently create serious em- 


* Cf. infra, Table II. 
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barrassment to those who insisted upon finding a purely mone- 
tary explanation for the price stability of the last six months. 

Such interpretations would of course be expected. Until re- 
cent years there have been available only the most inadequate 
statistics bearing upon production, trade, pay-rolls, employment, 
and inventories. On the other hand, index numbers of commodity 
prices and figures of the volume of money and credit were at 
hand for everybody’s use. It was inevitable that wherever pos- 
sible statistical correlations between fluctuations in credit and 
prices would be attempted to establish causal relationships, and 
that discrepancies would either be slurred over or rationalized by 
intricate and perhaps startling methods of statistical technique. 
Since, moreover, the object of much of this research has been to 
devise means of stabilizing the purchasing power of the dollar, 
investigators were continuously tempted to emphasize the réle 
of bank credit in analyses of the movements of general prices. 
Bank credit being regarded as subject to a higher degree of con- 
trol than most of the other important price-determining agencies, 
it was deemed necessary to establish the causal influence of cred- 
it factors upon prices. 

Conclusions thus arrived at are rendered plausible by the 
fact that under certain conditions of industrial activity credit 
may be the controlling factor in price movements. Under condi- 
tions of super-normal industrial activity, complete labor employ- 
ment, and scarce raw materials, abundant credit may encourage 
rival entrepreneurs to bid against each other, with the result of 
increasing costs, and consequently—or previously, by way of 
anticipation—general prices. Such situations encourage analysts 
to emphasize the impulses to price changes rather than the char- 
acteristics of the industry on which these impulses impinge. 

During the recovery stage of 1922, however, the appropriate 
conditions for continuous inflation had not yet developed. As 
previously argued, production had not yet manifested itself com- 
pletely in the guise of enlarging the supply of final commodities. 
There was good ground for believing that the wholesale price ad- 
vance of early 1922 would be checked when the flow of goods to 
the market increased. There was also ground for predicting that 
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before recovery had proceeded farther it would be unwise to im- 
pose upon business the psychologically depressing restraints of 
more costly credit. At least until the summer of 1922 the indus- 
trial recovery was something to be encouraged rather than dis- 
couraged. This conviction was further fortified by noting the 
handicaps created by the railroad and the coal strikes and by ob- 
serving the general spirit of caution permeating the business 
community. Mindful of the losses of 1920, business was unwill- 
ing to engage in extensive commodity speculation or to accumu- 
late extra-large inventories. 

By analyzing industrial conditions it was thus possible to 
find much support for a policy of continued liberality in the 


TABLE II 
REPORTING MEMBER BANKS 








December 21, 


in Milli 
| of 


March 8, 
. Milli 

(in Millions 
of Dollars) 


July 26, | December 27, 
1922 


1922 
(in Millions (in Millions 
of Dollars) | of Dollars) 





Loans and discounts, total 
Investments, total 
Total loans and investments 


3,573 
14,862 








10,896 
3,631 
14,527 





10,739 
4,450 
15,189 





11,320 
4,823 
16,152 





offering of reserve bank credit. The movement of member bank 
credit, it may now be observed, also supplied little comfort to 
those who argued that the price advance of the first half of the 
year was attributable to easy credit and that the checking of the 
price advance in the last half of the year was due to the imposi- 
tion of credit checks. This is apparent in the figures of Table II, 
which applies to the reporting member banks. 

It is no doubt true that the credit that is used to complete 
transactions is not fully called forth at the time transactions are 
entered into. On this account the tendency for the volume of 
credit to grow more rapidly in the second half of the year might 
be partially explained. But the figures simply do not support the 
assertion that credit manipulations and credit policies were the 
prime, initiating agents of the price movements of wholesale com- 
modities in 1922. A more restrictive credit policy might have re- 
sulted merely in lesser industrial activity with prices at levels not 
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far removed from where they finally lodged. Fewer goods on the 
market and smaller incomes to buy these goods might then have 
been the story of this period. 


V. FEDERAL RESERVE ACTIVITIES DURING 1922 

The réle played by the reserve banks during 1922 in sup- 

plying member banks with credit may be statistically summa- 

rized by the figures in Table III, which show holdings of various 
classes of paper on dates near month ends. 


TABLE III 
RESERVE Banks’ Hoipincs or BILts AND SECURITIES ON MONTH ENDS 








. Bills Bought F = Total 
Discounted | ; Total Bills {United States : 
Bills (in a on Hand Securities Hesieg 
Millions (Gn Millions (in Millions | (in Millions (in Millions 
of Dollars) of Dollars) of Dollars) | of Dollars) liars) 





1921: 

December 31 1,144 1,289 233 1,523 
1922: 
eee 3. --. e 913 203 1,207 

ebruary 28....... 712 806 407 1,214 
680 785 455 1,241 
510 600 587 1,187 
471 589 603 1,193 
451 555 1,177 
400 536 1,082 
397 577 507 1,084 
September 30 463 708 482 1,190 
October 31 576 362 1,197 
November 29...... 650 909 304 1,213 
December 30 617 889 436 1,326 




















* Includes municipal warrants. 


These figures have been variously interpreted. A first ex- 
planation emphasizes the component items of the reserve banks’ 
portfolios rather than the movement of total earning assets. It 
is contended that at the beginning of 1922 the reserve banks 
were dissatisfied on account of their limited holdings of that 
class of open-market paper, government securities, which, to a 
greater extent than bills, might be employed with reference to 
their own, rather than member banks’, initiative. Since security 
holdings were rather limited at the close of 1921, the increased 
purchases of securities in the first half of 1922 are said to reflect 
primarily the desires of the reserve banks to strengthen their 
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power to take aggressive steps in the money market in the fu- 
ture. 

It would be admitted that the enlargement of security pur- 
chases might keep outstanding a somewhat larger supply of re- 
serve credit than would otherwise come into existence. But, ac- 
cording to the interpretation under examination at this point, the 
resulting changes in the total volume of reserve credit do not in- 
dicate the primary purpose of the reserve administration. What 
entered most largely into the calculations of the reserve banks 
was the question of the desirable volume of security holdings. In 
other words, it is here held that the results aimed at were rather 
of a qualitative than of a quantitative character. It was not so 
much a matter of the gross aggregate of bills and securities as of 
their type. 

A second explanation contends that, throughout the early 
part of 1922, the reserve banks were principally concerned by 
their weakening contact with the money market, and employed 
every means within their powers, of which the security opera- 
tions were but one, to neutralize the influence of the continued 
gold imports upon the demand for reserve credit. As rediscount 
demand declined, the reserve banks, so it is held, endeavored to 
offset this tendency by increasing their purchases of securities. 
In this way holdings of securities became larger relatively to 
holdings of bills. But this increase in the ratio of securities to 
bills, it is asserted, was not a primary concern of the reserve 
banks. On the contrary, it is argued that the increase in security 
holdings was only an incident in the process of encouraging a 
larger use of reserve credit. 

A third interpretation asserts that in this period there was 
no dominating purpose in the system, and that the figures which 
have been cited with respect to the 1922 operations represent 
simply the net results of the activities of the individual reserve 
banks, each of which, motivated perhaps by its desire to “earn,” 
was independently steering its own course of action. This con- 
tention is supported by references to opposing statements of va- 
rious reserve officials, by statistical summaries which seem to 
display divergencies in the activities of the district reserve banks, 
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and by allusions to the fact that not until 1923 had the open- 
market committee, composed of the governors of several reserve 
banks, been developed in a form capable of co-ordinating closely 
the purchasing activities of the different reserve banks. 

With respect to the validity of this last view, much depends 
upon what we mean by a “unified policy.” If this phrase must 
imply either that there was a close agreement between the most 
influential reserve administrators, or that some faction in the re- 
serve system consistently dominated other factions, we are likely 
to be disappointed in our search for a “central aim.” We shall 
probably be similarly balked if we assume that proponents of the 
same activities must arrive at identical conclusions by similar 
processes of thought. In this period we may even be unable to 
find any preponderating sentiment with respect to the system’s 
primary responsibility. In a body so organized and administered 
as the reserve system we can perhaps accomplish no more than 
to discover the predominant opinion, or that opinion which gained 
full-hearted support from a powerful faction whose members 
may have been first influenced by the more superficial necessi- 
ties of the situation. Or, in default of either of these interpreta- 
tions, explanation might be sought in the discovery of the doc- 
trine which did most to remove the antagonisms between the 
practical judgments of the most influential reserve administra- 
tors. 

With “policy” broadly defined, it may be possible to har- 
monize the first two interpretations, of which one emphasized the 
desirability of building up a portfolio of securities, and the other 
that the loss of money market contact should be resisted by 
whatever means were available. In the last analysis, they may be 
interpreted to mean much the same thing and to appeal to the 
support of similar economic premises. 

The policy of enlarging the securities portfolio appears to 
have had an end of its own. The time might come, if gold im- 
ports continued, when inflationary tendencies in prices, or other 
unsound developments in business, might be manifested. For 
such an occasion it would be most fortunate if the reserve banks 
were provided with the means of curtailing the supply of reserve 
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credit with promptitude and efficacy. Rediscount measures, in- 
cluding the increase of rates, might not alone be sufficient to yield 
the desired results. The reserve banks might be driven by the 
demands of meritorious borrowers to make too great concessions 
to other member banks. General opinion of a highly optimistic 
character might resist severe rediscount checks. Furthermore, 
increased rates might not operate soon enough. The market 
might not be seriously affected until an appreciable quantity of 
old bills had matured. On the other hand, the sale of securities 
would provide the reserve banks with the means of promptly 
compelling member banks to choose between increasing their 
borrowings suddenly and considerably and contracting their own 
credit offerings. 

But what would be the immediate effect of increasing hold- 
ings of securities? Would the enhanced portfolio of securities be 
at the expense of holdings of rediscounted bills and acceptances, 
or would it mean an enlargement of the total earning assets of 
the reserve banks? 

Although experience in this matter was somewhat lacking at 
this time, it must have been reasonably apparent to most reserve 
officials that the securities portfolio could only be built up at the 
cost of some diminution in the rediscount demand. Some of the 
banks immediately provided with funds by the reserve banks’ 
purchases might be indebted to the reserve banks and employ 
their enlarged balances to cut down reserve indebtedness instead 
of expanding their loan or securities operations. Even if these 
banks were not heavy rediscounters, the funds which they in 
turn would release would in the course of time be apt to reach 
some other banks which were indebted to the reserve banks. 
The extent to which security purchases by the reserve banks 
would cut into rediscounts must depend upon a number of con- 
siderations bearing upon the economic and financial situation. 
But, in early 1922, with a number of member banks extensively 
in debt to the reserve banks, the scissors action of securities and 
bills must have been prompt and considerable. It is not surpris- 
ing that, in 1922, holdings of discounted bills soon came to be 
exceeded by holdings of securities, with certain resulting embar- 
rassments. 
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These embarrassments were manifested by numerous com- 
plaints that the reserve banks were becoming too vigorous com- 
petitors of member banks, and that the institutions which supply 
the capital of the reserve banks were being deprived of earnings 
because of the depressed money rates which the reserve banks 
had helped to generate. By resolutions at bankers’ conventions 
and otherwise the member banks began to demand that the re- 
serve banks operate less extensively on their own initiative. Later 
it was insisted in some of these pronouncements that the reserve 
banks should return to their “original” functions of rediscount 
and issue and that they should operate more as emergency, panic- 
allaying institutions. 

Particularly in a banking system wherein control is as dif- 
fused as in the reserve system, complaints of this sort are likely 
to be highly effective, and it would seem the part of wisdom to 
avoid them as far as possible. Along with the growth of security 
holdings, attempts must therefore be made to stimulate redis- 
counting. It must be made to appear that it is the demands of 
member banks, as well as the initiative of the reserve banks, 
which is responsible for the volume of reserve credit outstanding. 

Assuming, then, that the dominant purpose was to acquire 
a portfolio of securities, it would therefore not be surprising to 
learn that all rate changes effected throughout 1922 were reduc- 
tions rather than increases. Thus the Dallas rate was lowered 
from 5% per cent to 5 per cent on January 9. January 11 the 
same change was made in Minneapolis. January 23 the 4% per 
cent rate was approved for San Francisco; and on February 14, 
March 15, March 25, April 6, and April 14 the 4% per cent rate 
was set up in Cleveland, Atlanta, Chicago, St. Louis, and Rich- 
mond, respectively. On June 22, June 23, and July 8 the 4% per 
cent rate was lowered to 4 per cent in Boston, New York, and 
San Francisco, respectively. On July 12, August 12, and August 
15, the 5 per cent rates of Mimneapolis, Kansas City, and Dallas, 
respectively, were reduced to 4% per cent. By the middle of Au- 
gust the 4 per cent rate prevailed in three districts, the 412 per 
cent in the other nine. After August 15 no rate changes were 
made. 
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The continued acquisition of government securities, if this 
were the prime intention, would thus be expected to end in the 
adoption of devices to encourage rediscounting. In this way the 
adherents of a larger portfolio may have come into accord with 
the views of those whose main concern was to stimulate the wider 
use of reserve credit. 

Already in this discussion several references have been made 
to the extent to which on account of gold shipments the demand 
for reserve credit was being reduced. During 1921 the reduction 
in the volume of reserve credit was about equal to the total 
amount outstanding at the beginning of 1922. The possibility of 
a continuation of this process must have aroused many appre- 
hensions in the minds of reserve administrators. With the vol- 
ume of reserve credit insignificant, the reserve banks would be 
in no position in the future to restrain the inflationary use of 
further gold imports, assuming that these should continue. 
Those motivated by this thought would of course advocate a re- 
duction in rediscount rates. Reductions in rates, however, might 
not incite rediscount demand sufficiently, and, furthermore, there 
were limits to the extent to which rediscounting could be encour- 
aged save by abandoning the growing convention that it is ille- 
gitimate to borrow continuously from reserve institutions. In 
such a situation resort would have to be had to increasing open- 
market purchases of securities. Considerations related primarily 
to the total outstanding volume of reserve credit would thus lead 
to activities substantially similar to those which would have fol- 
lowed from a program merely of increasing the securities port- 
folio. 

However this may be, those who welcomed a large portfolio 
of securities would have the same responsibility as those who 
emphasized the need of maintaining market contact, namely, 
that of defending from the point of view of economic require- 
ments the outstanding volume of reserve credit. It has been 
pointed out previously that many found only occasion for alarm 
in the movement of commodity prices during the first half of 
1922. Continuous predictions were made that this country was 
entering upon a new era of price inflation. Calling to mind the 
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fact that the reserve system had not yet demonstrated its ability 
to discourage effectively the undue use of its resources on occa- 
sions of a business boom, it would be expected that the price 
movement would create great nervousness in all reserve circles. 
Clearly, the inflationary contention must be answered or the re- 
serve policy of 1922 altered sooner than it was. What type of 
analysis, it may now be asked, could have served to overcome 
the bogy of inflation? In our opinion the answer to this question 
brings us as close as is possible to stating the most significant 
aspect of reserve policy in this period. 

To combat the predictions of a continued advance in prices 
until the débdécle of 1920 was repeated, only one authoritative 
doctrine was available. As is indicated in the previous section of 
this article, the analysis of production and trade indexes did not 
lend much support to the “inflation” critics of reserve policy. 
During that part of 1922 in which the price advance was being 
registered, namely, the first six months, the volume of basic pro- 
duction was increasing tremendously.** Must not the subsequent 
appearance of the enlarged flow of goods on the wholesale mar- 
kets offset the tendency of wholesale prices to rise? In a period 
in which there was also little evidence of the accumulation of ex- 
cessive stocks, would it not be a mistake for the reserve banks to 
impose credit checks and run the risk of interrupting the general 
recovery of industry? In view of the fact that the peak of the 
post-war inflation was only a little more than two years removed, 
we are forced to conclude that the calmness of the reserve ad- 
ministration and its refusal to become prematurely alarmed at 
the prospects of another price upheaval are to be attributed 
mainly to the facilities which were provided by the system’s re- 


“ The fact that the increase in basic production was greater in the second 
half of 1922 than in the first half need not disturb this argument. The essential 
point is that production was increasing markedly during the period (first six 
months of 1922) of rising commodity prices. If later on (the second half of 
1922), while price movements were relatively insignificant, basic production was 
to increase still more sharply and reach a point close to maximum possibilities, 
it would not be price movements so much as other factors which would create 
anxieties for the reserve administration. Here we are concerned with price de- 


rangements. 
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search organizations| for determining how productively credit 
was being employed.** 

It is of course to be admitted that the attempt to analyze 
production indexes according to methods outlined in the annual 
report of the Board for 1923 involves processes of thought with 
which a large majority of reserve officials may have been unfa- 
miliar. Undoubtedly many reserve administrators were moti- 
vated principally by the desire to maintain the earning assets of 
the reserve banks at a sufficiently high figure to guarantee divi- 
dend payments out of current earnings. But we cannot believe 
that the earnings temptation alone explains reserve policy in this 
period. Some competent assembling and interpretation of statis- 
tical material were required to combat the criticisms of those who 
foretold continued price inflation. 

In this period also international considerations may have 
had some degree of influence. But our inquiries do not indicate 
that at this time there was a highly developed consciousness of 
the ways in which reserve policies might be adapted to the end 
of facilitating currency reconstruction abroad. The problems 
purely of domestic finance were then too “awesome” to leave 
much appetite for the contemplation of foreign financial rela- 
tionships. In later years European credit and currency needs 
undoubtedly came to play a large part in reserve policies. In 
1922 they do not appear to have been dominant. 

“In view of the fact that testimony and speeches of various reserve officials 
have often been quoted (with frequent failure to observe qualifications and 
attendant circumstances) to afford direct evidence in support of other conclu- 
sions, attention may properly be called to the remarks of Mr. A. C. Miller, May 
16, 1928, when questioned by Mr. John R. Commons before the House Commit- 
tee on Banking and Currency. Mr. Miller stated: “Well, I should say that, 
taking the period as a whole [1922 and 1923], the federal reserve did not under- 
take to check that rise in prices, on the theory that that rise in prices was due to 
certain economic factors that inevitably would and should be permitted to work 
out their effects in price changes. We were emerging from a period of acute 
depression. Business was at a low ebb. Goods were in short supply, and a rise of 
prices as interpreted by the reserve banks would be the signal that the consumer 
was beginning to show a disposition to consume, and we had concurrently an up- 
ward movement of prices and an upward movement of production and trade.” 
See Stabilisation Hearings, 1928, p. 293. 
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VI. THE IMPOSITION OF MILD CREDIT RESTRAINTS IN EARLY 1923 


With only one exception, the reserve banks’ holdings of gov- 
ernment securities were reduced month by month in 1922, after 
the high point had been reached in May. No further rate reduc- 
tions, moreover, were decreed after the middle of August. It 
would therefore appear that in the closing months of 1922 the 
opinion prevailed that the volume of reserve credit in use should 
be somewhat restricted. But, during 1922, the restraining inten- 
tions of the reserve banks were not revealed with clearness and 
certainty. 

TABLE IV 
RESERVE Banks’ HoLpIncs oF BILLs AND SECURITIES ON MontH ENDS 








: Total Earn- 

Discounted | Bilt Povsht | ‘Total Bills |United States} ‘1S ‘Assets, 

Date (in Millions , Market (a Millicns (in Millions Municipal 
of Dollars) | “2 Millions Warrants 


of Dollars) of Dollars) | of Dollars) (in Millions 
of Dollars) 

















1923: 
ey isc en 597 188 785 353 1,139 
ebruary 28....... 595 207 803 363 1,166 
March 31...... 698 263 962 250 1,212 
ES cen eas 724 271 996 185 1,181 








In the early part of 1923, however, the sentiment favoring 
mild credit checks was manifested in unmistakable terms. Turn- 
ing our attention first to the securities portfolio, we find that in 
the three months extending from January 31 to April 30 the se- 
curities holdings were reduced almost 50 per cent. This appears 
from the figures of the next to the last column of Table IV. 

It might be argued that the decline in government securities 
indicates merely that member banks were obtaining reserve 
credit more largely in other ways; that, in other words, declin- 
ing purchases of securities were offset by increasing rediscount- 
ing. In support of this contention allusion could be made to the 
fact that holdings of discounted bills grew month by month and 
that the total volume of reserve credit remained at a fairly uni- 
form figure. But no measures were adopted in these months to 
encourage rediscounting. Indeed, contrary action was taken. 
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On February 23 and March 6, rate increases were inaugurated in 
three reserve banks. Boston, New York, and San Francisco ad- 
vanced their discount rates from 4 per cent to 4% per cent, thus 
establishing for all banks a uniform rate. 

It would not therefore appear that these rate increases could 
be interpreted to signify other than the intention to restrict the 
outstanding volume of reserve credit. It is true that some have 
attempted to minimize the significance of the rate increases by 
noting that they were confined to three banks. In support of 
their position they quote from the Board’s report for 1923 as 
follows: 

At the time there had been a considerable increase on a national scale 
in the demand for credit and the existing inequality between discount rates 
in various districts tended to attract an undue proportion of borrowing to 
the centers of low rates. The effect of the rate advances of the three banks 
was to bring about a better regional distribution of credit and to test the 
character and soundness of the credit demand by having the obligations of 
borrowers passed upon by banks in their own locality.” 

We are inclined to believe, however, that this explanation 
tends to detract somewhat from the real importance of these rate 
increases. As noted in the report, they were the first that had 
been enacted in more than two years. They were also virtually 
the first in the whole history of the reserve system which ignored 
considerations of the sufficiency of reserve ratios. Their enact- 
ment, furthermore, coincided with a reduction in securities pur- 
chased and a slight decline in total earning assets. They applied, 
moreover, to banks possessed of almost one-half the resources of 
the entire reserve system. 

Nevertheless, the mildness of these restraining measures is in- 
dicated by the fact that they were not sufficient to prevent mem- 
ber bank credit from pursuing a somewhat opposite course. Thus 
loans and discounts of all member banks increased almost half 
a billion dollars between December 29, 1922, and April 3, 1923, 
despite the fact that in these months seasonal influences ordi- 
narily operated to lessen the demands upon the banks. Security 
holdings of member banks in this time advanced slightly. 

The divergent movement between reserve and member bank 


™ Report of the Federal Reserve Board, 1923, p. 4. 
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credit appears to have been due principally to continued gold 
imports. Thus the net gold inflow was: 


1923 aeons of 
January : ; ‘ : ’ 24.3 
February ; : ; : : 6.9 
March . ; ; ' F ; 5.9 
April . i ; ‘ ; ‘ 8.5 


If, then, it is reasonable to hold that in these months mild 
measures of restraint were purposely imposed upon member 
banks, we may inquire into the factors in the general situation 
which were primarily responsible. Herein, three possibilities de- 
serve brief consideration: In the first place, there is the conten- 
tion that in this period the reserve banks were merely following 
the course of the money market. To support this view, various 
charts have been constructed showing that discount rates of the 
New York reserve bank were usually between the open market 
rates on prime commercial paper and the yield on Treasury cer- 
tificates or bankers’ acceptances; that when these rates rose the 
reserve rates were correspondingly adjusted. Those who inter- 
pret developments in this light assert that reserve policy has 
found in this country, in the same way as with central banks 
abroad, an automatic basis of procedure, and that the pronounce- 
ments of the district banks and the Board, relative to trade con- 
ditions, represent rather the work of those who prepare the pub- 
lications of the reserve system than of those who actually de- 
termine reserve policies. Some adherents of this opinion further 
assert that the New York Reserve Bank’s rates are thus fixed 
with reference to the money market of that city, and that for the 
other reserve banks the procedure usually is to act in unison with 
New York. 

If rediscounting represented the sole means of granting re- 
serve credit, it might be somewhat difficult to refute this inter- 
pretation. It may be that a rediscount rate, interposed between 
such rates as bank acceptances or Treasury yields on the one 
hand and open-market commercial paper on the other, operates 
as effectively as any rate could to sustain the proper volume of 
rediscounting. It can be argued with a great deal of plausibility 
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that higher discount rates would increase the cost of reserve bank 
credit unnecessarily and that lower rates would make it difficult 
to prevent general resort to the reserve banks for profit-making 
purposes. But what forces, it may be asked, determine the 
height of these other rates, between which reserve rates are said 
to be interposed? No one would deny that, with certain limita- 
tions, rates in the money market are affected by the volume of 
the reserve banks’ purchases and sales of government securities. 
Reserve policy cannot therefore be defended merely by noting 
the relationship of reserve discount rates to those prevailing in 
the money market. It is necessary also to inquire whether by 
purchases and sales of securities the money market has been in- 
fluenced in the right direction and to the right degree. This in- 
volves considerations which are by no means capable of sum- 
marization in simple rules of thumb. 

A second explanation of reserve policy in this period finds 
the key in the course of commodity prices. Those of this view 
inform us that reserve officials were seriously alarmed by the 
tendency of wholesale prices to rise in the first half of 1922, and 
that accordingly attempts were shortly made to lessen the sup- 
ply of the circulating medium by withdrawing funds from the 
market. This withdrawal, so runs the argument, checked imme- 
diately the tendency of money rates to fall, and later even en- 
couraged their ascent. In this way the money market, so it is 
asserted, was “prepared” for the rate increases of 1923. In other 
words, price stability was the goal sought, but for policy reasons 
the reserve banks found it desirable in their rate schedules to fol- 
low the market. Although the rate increases were not enacted 
until the spring of 1923, they are held to represent the culmina- 
tion of a general policy which began in the latter part of 1922 to 
correct the tendencies of the first half of 1922. In this way it is 
intimated that the restrictive measures of 1923 were necessitated 
mainly by the price movements of a year before. The tendency 
of prices to advance in the spring of 1923 was not sufficiently 
pronounced” to provide, of itself, the explanation of the first rate 


*It is even doubtful whether on February 23, the date of discount rate 
increases of the Boston and the New York banks, the reserve authorities were 
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increases since 1920 and the first serious use of security sales for 
the purpose of restraint. Therefore, a connection is asserted be- 
tween the price advance of early 1922 and the rate increases of 
early 1923." 

For this interpretation we find little justification, and we 
cannot avoid registering the opinion that this doctrine owes its 
origin to the efforts of stable money doctrinaires to find a recent 
illustration of the obedience of prices to credit manipulations. 
While we do believe that reserve authorities would have em- 
ployed every weapon to check an extrerae derangement of prices, 
it appears to us that emphasis upon such price movements as 
were recorded would have led to the adoption of restrictive 
measures a year earlier. On the other hand, it is easy to har- 
monize reserve activities with the doctrine that in trade and pro- 
duction indexes, in employment and inventory figures, just as 
definite clues to action were had as in the movement of commod- 
ity prices. 

Not until the early fall of 1922 had the basic production in- 
dex reached the 1919 level, and it must be remembered that 
“normal” production for 1922 would be expected to be some- 
what above that of 1919. The principal worry in early 1922 was 
whether the industrial recovery would prove permanent. In so 
far as mild price improvement would encourage the recovery, it 
would appear to be a welcome, rather than an unwelcome, mani- 


aware of any tendency of the price averages to advance. The “All Commodities 
Index” of the Bureau of Labor had been as follows: 


October, 1922 . ... NE lg. oe *' = ae 
November, 1922 i er PAS : .: ‘oan 
December, 1922 DIL ah uss ; ; — 
January, 1923 af ae 156 


The February figures were not then available, and when they did appear they 
showed only a one point rise, to 157. 

Some adherents of the price stability interpretation endeavor to explain 
this “timing” difficulty by asserting that it was not until the spring of 1923 that 
the reserve banks “discovered” their power. Such an explanation must admit 
that prices righted themselves in the latter part of 1922 without the adoption by 
the reserve banks of measures of restraint. On this account it is a little difficult 
to understand how these adolescent reserve bank institutions awaked just a 
little later to complete realization that an advance of prices, of lesser dimensions 
than that of 1922, required on its account alone corrective action. 
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festation. Much difference of opinion must have existed as to 
whether an increase in the first half of 1922 of seventeen points 
in the Bureau of Labor index constituted only a mild improve- 
ment. But it must be remembered that such price liquidation as 
was begun in 1920 must overdo itself. If we are to have such 
crises as those of 1920, with their serious impairments of eco- 
nomic activity, we cannot expect recovery in production without 
recovery in prices as well. When the recovery begins, money with 
which to buy goods is diffused in advance of the flow of goods 
into consumption channels. When production, however, has had 
time to push the new output into the market, it is difficult to sus- 
tain price advances except by absorbing the new production in 
inventories.** The essential thing to observe in 1922 was accord- 
ingly the use made of the outstanding volume of bank credit by 
trade and industry. 

It is of course difficult to uncover the secret and hidden mo- 
tives of our banking administrators. But in official publications 
the scientific basis of correlating production and credit move- 
ments was laid. The interpretation of this emphasis correlates 
in turn much more perfectly with the activities of the reserve 
banks than does the price stability interpretation. 


* Because of this point many intelligent price stabilizationists fail to find 
any conflict between their doctrine and those which have been developed from 
the analysis of trade and production indexes. If insistence upon the productive 
use of credit will prevent extreme fluctuations in price levels, they would argue 
that the question becomes one merely of the proper choice of indexes. If this 
is understood on all sides much of the controversy disappears. If the price sta- 
bilizationists will admit that occasions may arise in which moderate price 
changes are not always unhealthy manifestations and do not necessarily indicate 
so clearly as perhaps other factors either credit pressure or credit ease, the author 
would have less quarrel with them. The author would also want it understood, 
before he will concede that there is no conflict of view, that a vast distinction is 
to be made between moderate and extreme price derangements. There is little 
question but that extreme price derangements usually tell the story conclusively. 
Almost always, however, other derangements would have told the story earlier. 
Furthermore, moderate price alterations may record the effects of other factors 
in the situation than the supply of credit, and universally to employ credit 
manipulations as a counteracting force might do more harm than good, assum- 
ing that the test is the effect upon the aggregate volume of production rather 
than stability in the standard of deferred payments. While many price stabiliza- 
tionists admit these points in their discussions they forget them in their applica- 
tions. The probability, nay, the certainty, that the public would do this provides 
the real case against the Strong bill. 
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The third explanation, and that here accepted, is that re- 
serve policy in this period was, in its larger aspects, shaped with 
primary reference to the interrelationships of production, trade, 
and the volume of credit. In the first quarter of 1923 the indus- 
trial boom continued. At the end of this quarter the seasonally 
corrected index of production in basic industries had risen to a 
level 8 per cent higher than the 1920 peak and 69 per cent above 
the 1921 low.”® In spite of this huge output, the level of whole- 
sale prices underwent a mild increase. But this price advance did 
not seem to be encouraging commodity speculation. Inventories 
were not developing to an excessive extent, and wholesale as well 
as retail distribution continued at a high level. Nevertheless, 
there was much ground for believing that outputs had about 
reached the limit of the country’s industrial capacity. Produc- 
tion simply could not long continue its past rate of improvement. 
If a reaction must develop some time, it would seem preferable 
to impose credit checks before extremely unhealthy tendencies 
developed. It would thus appear that the impossibility of em- 
ploying more credit productively, rather than the mild price ad- 
vance, explains the restrictive measures of the spring of 1923.”° 

* The end-of-the-quarter figures were of course not available at the time 
of the rate increases. But the optimistic spirit of business undoubtedly was 
sensed by reserve officials. 

” To those who are highly impressed by citations of opinions of reserve 
officials which seem to support the price-stability interpretation, we would offer 
the following testimony of Mr. A. C. Miller when interrogated by Mr. John R. 
Commons before the House Committee on Banking and Currency: “The Federal 
reserve, to the extent it gave a good performance at that time [early 1923], gave 
it because it was not concerned with stability of prices. Prices were moving 
rapidly upward, but I think the judgment of the federal reserve may be properly 
said to have amounted to about this, that it did not interpret that upward move- 
ment of prices as inflationary in character, because close tab on the situation 
showed that though prices were moving upward, so was production and trade, 
and sooner or later production would overtake the rise of prices, demand would 
be satisfied, and prices in turn would trend downward, and, as a matter of fact, 
I think they did beginning about mid-year, 1923. 

“If we could go back now, or if we knew then what we know now, my 
own disposition would be to say that the Federal reserve might even have dis- 
pensed with the slight precautionary operations that it then engaged in, to wit, an 
advance of the discount rate in New York, I think in March of 1923.” See Sta- 
bilization Hearings, 1928, p. 295. 
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At any rate, the only price advances that timed with credit re- 
straints were mild price advances which occurred in spite of a 
high volume of basic production. 

According, then, to our view, policy achievements of this 
period, 1922 to the spring of 1923, were especially noteworthy. 
During these months we witness the first reaction from the fright 
generated by the crisis of 1920. Reserve discount rates were re- 
duced from the high levels of the “deflation” period and the re- 
serve banks were not impelled to the easy policy of developing 
along the lines of mere emergency institutions. The bolder and 
more promising course was steered of keeping in constant con- 
tact with the market, a policy which necessitates more discrimi- 
nating judgment and prompter action when dangers develop. Of 
still greater importance, however, in the determination of general 
guides to credit policy, the reserve banks were not impelled, as 
they must have been sorely tempted, to give price indexes ex- 
treme emphasis in their formulations of policy and to apply re- 
strictive measures prematurely. Somewhere in the system there 
was profounder and more discriminating thinking regarding the 
tests of sound credit than was developed in the greater part of 
popular or technical discussion. With all this, the reserve banks 
were prompt to act when consideration of all factors seemed to 
require credit restraints. 

This commendation is not to be taken to indicate, however, 
that in the experience of 1922 and 1923 the reserve banks and the 
Reserve Board discovered principles applicable to all situations 
and that there were no gaps or flaws in their analyses. It must be 
remembered that the period here examined was unusual in many 
respects. It followed hard after the most severe price reaction in 
this country’s recent history and represented a recovery from 
the depths to which industry had descended in the crisis of 
1920. It would be expected that contemplation of the mistakes 
of 1919-20 would make us oversensitive to the future dangers 
of employing reserve credit in an inflationary manner. For such 
extremities the Board’s doctrine of 1923 may have provided the 
correct antidote. 

But in later years the character of reserve problems may 
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have altered in such a way as to make this doctrine less applica- 
ble. It may be that, in years of milder industrial fluctuations, 
general trade, rather than basic production indexes, would serve 
to suggest the real need of business for credit. It may also be 
true that international factors were to become more important, 
that it would appear impossible for this country to adapt its credit 
policy with so large regard for domestic developments. In 1923 
we may have been destined to enter a period in which wisdom 
would demand that greater attention be paid to the pre-war 
principles of central banking, with renewed emphasis upon re- 
serve ratios, gold flows, and the foreign exchanges. It might also 
be true that in the future it would become more essential to stress 
the conditions according to which in individual situations re- 
serve credit should be released to member banks rather than the 
broader issues here brought forward. On the other hand, we may 
perhaps finally conclude that, after 1922 and 1923, the domi- 
nant personalities in the reserve administration have lapsed in 
their grasp and understanding of credit necessities. All this must 
be examined in later articles. 
HARo_p L. REED 
CorNELL UNIVERSITY 


[To be continued] 
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AGRARIAN PROBLEMS OF MODERN JAPAN. II 


III. THE ORGANIZATION OF TENANT-FARMER UNIONS 


INCE the beginning of the Meiji era, tenant-landlord dis- 
putes, especially over rents, have been occurring with more 


and more frequency. Upon the reorganization of the gov- 
ernment the increasing population and competition for the land 
sent up the rents on agricultural land. Landlords were anxious to 
share in the rise and early resorted to the use of injunctions as a 
means of replacing an incumbent tenant by a higher bidder. The 
right of tenancy, which had passively been accepted as perma- 
nent for generations, was suddenly put to the test. Groups of ten- 
ants united in defense of their rights, and when one of their num- 
ber was evicted from the land, protested the landlords’ right and 
demanded compensation for the cultivators’ property in the soil. 
The protests were local and the settlements made were local. 

In the earlier years the tenant in his disputes with the land- 
lord acted as an individual. In a bargain over rent, he was the 
weaker party, and any reduction depended more upon his final 
inability to pay than upon any equality of bargaining power. 
In recent years, however, a great change has occurred in the 
attitude of the tenant farmer. From industrialization and the 
labor unions he has discovered the value of collective bargaining, 
and tenant-farmer unions have been formed to function for the 
individual. When a landlord and his tenants fail to agree on 
rents to be paid, the aid of the union is sought, and if no settle- 
ment of the dispute is reached, a strike is called. Backed by the 
strength of numbers, the tenants refuse the rents demanded and 
withhold a part or even all of the rent due. By such methods the 
landlords are sometimes forced to yield, or at any rate to com- 
promise. It is not always so, by any means, but the rather wide 
difference in the five years’ average of contract rents and rents 
paid, shown in the government’s survey, is evidence of the grow- 
ing influence of the unions. Because of the nation’s dependence 
upon agriculture and the acuteness of the agricultural problems, 
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the forming of these tenant-farmer unions is the most significant 
social development in Japan at the present time. 

Disputes between tenants and landlords have been especially 
numerous since 1920. They have been closely interwoven with 
the tenant-farmer union movement. Some have originated with 
and been carried forward by strong unions already organized. 
From others have been born unions both local and national. Op- 
position from landlords has been a unifying force, for very often 
the landlords do not yield to the tenants’ demands, but resort to 
the courts and the injunction instead. Through the injunction 
they may either attach the standing crops against the payment 
of the rent, or evict the tenant, forbidding him to enter the land 
for cultivation. Following the strike and the injunction, class 
warfare enters the paddy field. 

One of the most famous tenant-landlord struggles of recent 
years occurred in Kisaki village,** in the prefecture of Niigata. 
The original disagreement arose from the demand of the tenant 
farmers of this village for abolition of the komimai, the “addi- 
tional” rice which, since feudal times, tenants have had to pay to 
their lords as a sort of tribute. The tenants, supported by their 
union, declared this feudal homage was offensive to them and 
that it made their already heavy burden of rent too oppressive. 
They were, in effect, demanding a permanent reduction of 15 
per cent in their rents. The tenants, bargaining individually year 
after year, had secured but temporary relief from the burden of 
their contract rents. This group demand for a permanent reduc- 
tion in rents was a new departure in tenant-landlord relations. 

The entire village was involved in the quarrel. The landlords 
refused the demand and the tenants refused to pay any rent. 
The landlords took the quarrel into the courts. They obtained an 
injunction over 152 acres of land demanding the payment of the 
rents and prohibiting the tenants from entering the land. For the 
tenants this meant defeat in their demand for a reduction in rent 
and the denial of their ancient right to the soil. Some of the 
tenant families had worked the lands from which they were 

* The story of the Kisaki dispute is taken from newspaper clippings, trans- 


lations of leaflets of the Nippon Nomin Kumiai, and personal interviews with 
the leaders of the tenant unions. 
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evicted by the injunction for as many as 100 to 120 years. Only 
one tenant had worked his land so short a time as 7 years. In 
those years of cultivation the tenants had brought in new soil, 
put fertilizer into the land, and supplied the water for irrigation. 
They had in many ways enriched the surface. The surface, they 
claimed, belonged to them. 

The case was given much publicity. Public opinion was 
roused against the landlords for their hasty eviction of the 
tenants and the replacing of them by other tenants, the “scabs” 
of agrarian disputes. The injunction was withdrawn, but the 
case was not settled because the tenants still demanded reduc- 
tion in their rents. The landlords still refused and the rents re- 
mained unpaid. The fight went on for two years with nineteen 
hearings in the courts and four investigations. In the end the 
tenants lost their fight. A second injunction evicted some 450 
villagers, men, women and children, from the sixty-five farms of 
six landlords. 

Following this defeat in court, the tenant farmers faced far 
more serious difficulties than their high rents and feudal komimai 
of two years previous. The court had set a precedent which struck 
a blow at their most fundamental rights. The right of tenancy 
had been recognized in custom since the days of feudalism. Be- 
fore the peasant had secured the right of full ownership, his right 
of cultivation was generally recognized in practice and in deeds 
of sale. When the right of ownership absorbed the right of culti- 
vation in general practice, the idea of transferring the mere use 
of the land still survived in tenant farming. Tenant farmers sold 
their right of tenancy to others. It became the custom in some 
places to regard long-term leases as permanent, and even annual 
leases tended to become permanent. In some of the provinces 
the owner of the land was called the holder of the under-soil, and 
the tenant, the holder of the upper soil.** Many precedents had 
been set in custom and in legal practice to strengthen the tenant’s 
claim to a right in the soil. This was a fight that touched all 
tenant farmers. The principle at stake drew into the fight many 
others not concerned with the original dispute. 


“K. Asakawa, “Notes on Village Government in Japan,” Journal of the 
American Oriental Society, Vol. XXXI, 1911. 
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The tenants, having been put off the land and their demon- 
strations against the landlords being constantly broken by the 
police, had to find new weapons to use in this agrarian warfare. 
They decided to protest to the government by withdrawing their 
children from the public primary school, by refusing to pay 
taxes, either national or prefectural, and by refusing to pay the 
rents which had been ordered in the injunction. They then de- 
cided to push forward the organization of the national movement 
for securing the recognition of their right of cultivation. 

When they withdrew their children from the public schools, 
sympathetic farmers in the neighborhood also kept their children 
from school. In all, 580 children were taken out of the public 
school and sent to temporary schools arranged in shrines and 
temples. The “strike” went on. It had all the earmarks of in- 
dustrial strife. There were clashes between the old tenants and 
the “strikebreakers” and clashes between tenants and police. 
One of the largest and the wealthiest of the landlords, inter- 
viewed by the press, declared that he would not recede one step 
from his stand against the tenants. As a gesture of defiance to 
the tenants he was elected chairman of the local council of edu- 
cation by the other landlords. The tenants decided to build their 
own school. They began the building upon rented land. An- 
other injunction forbade the use of that land for unproductive 
purposes. They moved the foundation to land that a member of 
the union owned, and began again. Their school was declared in- 
sufficient for the compulsory education requirements of the gov- 
ernment. Their teachers were ordered back to their registered 
domiciles by the police. The landlords had marshaled many 
weapons against them. They, in turn, appealed to the Home 
Department, to the Education Department, to the Prefectural 
Office, to the Governor. They secured permission for the school 
to continue in a little different capacity, not to replace the public 
school, but to supplement it. The injunction and the precedent it 
had set continued to hold. The agitation was kept alive by meet- 
ings of thousands of tenants and demonstrations which generally 
resulted in clashes with the police and arrests of the tenants. The 
dispute began in 1923, and it was still being fought in 1926. In 
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fact it has never been satisfactorily settled. In the meantime the 
tenant-farmer unions gained in numbers and the movement 
spread all over the country. 

The Kisaki dispute is one of the most spectacular in the 
tenant-landlord warfare, but to a greater or less degree it is char- 
acteristic of the disturbances that recur with more frequency 
each year. Some of the tenant unions are not so radical and ag- 
gressive. Where the Kisaki tenants withheld all the rent, other 
groups withhold only a part of the rent. In many cases it makes 
little difference. The injunction is served and the tenants are put 
off the land, regardless of the degree of nonpayment. 

Sometimes the tenants can use the law to their advantage. 
A landlord of Gifu, whose land was tilled by thirteen tenant 
farmers, sold his property to a company intending to divide it 
for sale as residential lots. The tenants objected to the plan be- 
cause it would take the land from cultivation and put them out 
of a means of livelihood. To force their claim in the land, they 
hurried to plant the new crop of rice before the new owner came 
to enforce his rights. With the rice once planted, they had a 
claim in law for compensation if the land was taken from them. 
Hearing of their predicament, the local tenant-farmer union 
came to the tenants’ aid and five hundred farmers from the 
neighborhood assembled and joined in the task of planting the 
new rice. With so much help, they had completed their planting 
in half a day. When the new owner arrived, the strategy of the 
tenants, invoking the law to their aid, won the point, and the 
plan of withdrawing the land from cultivation was abandoned. 
Many exciting encounters occur at planting time, when whole 
villages rush to the aid of a single tenant in order to complete 
the planting before an injunction can be served on the tenant 
whom an owner would dispossess because of membership in a 
tenant-farmer union. 

Though rents are the most frequent cause of trouble between 
tenants and landlords, there are other causes responsible for a 
good many of the disturbances. When the tenant is the aggres- 
sor, the most usual demand is for temporary reduction in rent 
due to bad harvests. Demand for permanent reduction is be- 
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coming more frequent, and arbitration in these cases is very 
difficult. The tenant also demands abolition of komimai and 
kuchimai, the additional dues to the landlord of feudal days; or 
increase of shoreimai and kokyumai, rice given to the tenant in 
some localities to encourage cultivation; or, if the landlord de- 
mands the return of his land, compensation for what he has add- 
ed to the soil, for the irrigation equipment, for the removal of 
fruit trees or mulberry. Sometimes the tenant demands other 
land in exchange for the land desired by the owner. There are 
disputes over the use of water supply equipment, over adjust- 
ment of boundaries, over the use of agents by landlords, who 
thus have little direct contact with their tenants. Finally, the 
demand most vital to the tenant is the recognition of his perma- 
nent right of cultivation, protesting removal from the land. 

The landlord in his turn demands increased rents, adherence 
to the contract rent, return of the land for reletting at a higher 
rental or to a more desirable tenant not a member of a union, or 
even for his own use. Small owners often demand the return of 
their land for their own use. In any case, whether for their own 
use or for some other reason, the landlords make use of the in- 
junction to secure the return of the land. It is their most power- 
ful weapon. A summary of the reasons for discord which ap- 
peared in the recorded disputes of 1924 and 1925 is given in 
Table XIII. There must have been a great many other disputes 
that never reached the official records. The Tenant Arbitration 
Law did not come into force until December, 1924. 

Tenant-landlord disputes have spread rapidly in number 
and extent since the World War. In 1917 there were 85 cases re- 
ported; in 1926 there were 2,600. The number of people in- 
volved and the area under dispute have increased similarly. The 
problem is becoming more and more acute. The statistical rec- 
ord of the growing discord is presented in Table XIV. It would 
appear from it that most of the disputes occur over rice land. 
That is probably because of the nature of rice rents and also be- 
cause more of the land under tenant cultivation is rice land. 

The intolerable condition of the tenant farmers, especially 
the high rents, was responsible for the organization of the local 
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tenant unions, but influences from outside the country were in- 
strumental in developing a nation-wide movement. The World 












































TABLE XIII* 
SoME oF THE CAUSES OF DISPUTE BETWEEN TENANTS AND LANDLORDS 
IN JAPAN 
1924 1925 
Cause 
Number of Percentage Number of Percentage 
ET ES 1,021 67 1,023 60 
ere SS 147 10 192 II 
Right of tenancy............... 25 2 139 8 
Change in social ideals.......... 107 7 108 6 
Tenant's inability to meet expenses 50 3 42 3 
Heavy irrigation expense... ..... 61 4 39 2 
i vou cccuutihdecuastddne ckdctus. 26 2 
Lack of uniformity in rents. ..... >. ee 20 I 
Examination of rice............. ny Set 18 I 
Increase in rents................ 12 I 16 I 
Adjustments in land............ iii sas eukisiarie’ 5 I 
Indifference of tenant........... 9 I 10 I 
oo oc cddain dé catecd Mm Biekeckeeds | Ee 
ve ae e 74 5 , 56 3 
ee ana eee 1,532 100 1,701 100 
* 7 t of Agricult d F , B of Agricultural Affairs, Annual Report 
of Arkibetion in Fonant Farmar Dispute, 1956 6a epee Moura Altai, Annual Repor 
TABLE XIv* 
Tae NuMBER AND EXTENT OF TENANT-FARMER DISPUTES 
Houmas ov Puests AREA UNDER D1sPpuTE 
Year NUMBER 
or Cases 
Landlord Tenant Wet Dry Total 
_ . Seer ey Wiad vivieeMiees aewese cho cho cho 
ore 256 |.... a eee Cy ee Pe Pee meee ees 
i SE eh eee aS Sere ; 
ae 408 5,236 | 34,605 |... ~~ Sae . 
Sere e- | 33,985 | 145,898 |...... eee, 
ee .| 1,578 29,077 | 125,750 | 70,482 | 19,771 | 90,253 
BQSZ......... -| 1,917 32,712 | 134,503 | 78,598 | 10,459 | 89,057 
eee 1,532 27,223 | 110,920] 63,139 7,243 | 70,382 
1925...........] 2,206 33,001 | 134,646 | 91,099 5,795 | 95,804 
Py s cconsic nae EMD lescod cities caenantiine chdanedicde datasets uc 























. Department of Agricult and Forestry, Agriculiural Conditi Ji Gi 
Japancie), Rano (official bulletin, in Tepaneed, September 1, 1926; Troms Pactae cresye, July - 
1927). x = 2.45 acres. 


War, development of factory industries, the Russian Revolution, 
infiltration of social ideas from abroad, the spread of education, 
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following one upon the other, brought about the development of 
a labor movement in Japan. Factory workers began to organize 
into unions. Social movements sprang up in many quarters, di- 
viding and subdividing, 2s is their way. The movement had its 
impetus from the intellectual class, university professors, jour- 
nalists, missionaries. Some of the leaders and teachers saw the 
analogy between the position of the tenant farmer and the fac- 
tory laborer. They went out into the country and not only took 
over existing groups of tenants, but organized new groups into 
local and village unions. Protesting local abuses and making 
local settlements, they prepared the way for the present national 
movement. 

The first of the national tenant-farmer unions to be organ- 
ized was the Nippon Nomin Kumiai (Japan Farmers’ Union). 
It originated in 1921 from a conference of two intellectuals, one 
a Christian Japanese reformer and philanthropist, the other the 
son of a tenant farmer, a scholar and dreamer. They met and 
discussed the desirability of organizing the tenant-farmer move- 
ment on a national scale, mentioned their plans to a newspaper 
reporter, and the next day saw the headlines in the press that 
“Nippon Nomin Kumiai is born.” It was apparently all that 
was needed, for the response was immediate and applications for 
membership flooded in from almost every prefecture. 

Here at last was an aggressive proletarian movement for the 
farmers with the avowed purpose of lowering rents, bettering 
the farmers’ position, and defending the tenants’ right to the 
soil. This was in 1921. In September, 1926, that union had 
70,000 members throughout the country and branches in all but 
four prefectures. Between 1921 and 1926 the idea of organiza- 
tion spread through agriculture. Groups formed in villages and 
joined the national movement. The policies and methods of the 
organization began to take definite form. New groups grew up 
with slightly differing notions. Breaks occurred in the original 
organization. In April, 1926, the Nippon Nomin Kumiai was 
split in two. At that time a large body of members rallied under 
new leaders and withdrew from the organization. They formed 
another union under the name of Zen Nihon Nomin Kumiai (All 
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Japan Farmers’ Union), whose leaders were guided by less radi- 
cal social theories than the older union. In September, 1926, the 
Zen Nihon Nomin Kumiai claimed a membership of 53,300. A 
third national farmers’ union had been organized in 1924 under 
leaders whose social theories were midway between the other two 
unions, and when the split came in 1926 Zen Nihon Nomin Ku- 
miai drew its members from this group as well. The third na- 
tional union is known as Chubu Nippon Nomin Kumiai (Central 
Japan Farmers’ Union), with a membership in 1926 which 
totaled 5,000 farmers.** Recently a fourth group, Zen Nihon 
Nomin Domei, has been organized from an anti-radical element. 
It has only a small membership as yet. 

These are the four major national organizations among the 
tenant farmers. The majority of the organized tenant farmers, 
however, are still in local unions not formally affiliated with the 
national unions. According to government statistics** there were 
at the end of 1925 altogether 3,496 tenant farmer unions with a 
membership of 307,106. Although the national unions give the 
character to the movement, their membership does not comprise 
half of the organized tenant farmers. The problems are still for 
the most part attacked locally by the local unions, which are so 
widespread that they make a tenant-farmer movement of larger 
aspect than the major tenant unions nationally organized. It is 
this movement that is significant in the agricultural economics 
of Japan, for it mirrors the changing temper of the peasant and 
the development of new standards and new social ideals. The 
national unions draw their power from the centralization of the 
strength of smaller groups, but they weaken their potential force 
by inter-union warfare. On the other hand, though they tempo- 
rarily weaken the movement, they provide an outlet for differing 
social theories that may eventually function in organizing a 
movement of larger aspect than any of the separate elements. 


“The material concerning the tenant-farmer unions, when not otherwise 
specified, has been obtained either from personal interviews with the leaders or 
from translations of their printed leaflets. 

* Japan, Department of Agriculture and Forestry, Bureau of Agricultural 
Affairs, Annual Report of Arbitration in Tenant-Farmer Disputes, 1926 (in Japa- 
nese). 
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A study of the declarations of purpose and principle of the 
different wings of the movement serves rather to emphasize the 
similarity of the groups than to point out any striking contrasts 
(see Table XV). By the admissions of the leaders themselves, 


TABLE XV 
A SuMMary oF THE PusBLISHED DECLARATIONS OF Purpose IssUED BY THE 
Taree Mayor TENANT-FARMER UNIONS 
Nippon Nomin Kumiai 

Membership: 70,000, including tenant farmers, tenant farmers who 
own some land, laborers, and others friendly to the ag- 
riculturai union 

Principles and purposes as stated in the Union’s literature: 
Socialization of arable land 
To make agreement not to buy arable land 
To make rents reasonable 
To establish a tenant law in which the right of reclama- 
tion is clarified and recognized 
To fix laboring hours and minimum wages for agricul- 
tural laborers 
To establish co-operative buying and selling 
To abolish the tax which oppresses the tenants and 
guards the capitalists and agricultural landowners 
To establish an educational system for the proletarian 
agricultural tenants 
To abolish prefectural laws which oppress the tenant 
movement 
To establish a tenants’ movement all over Japan 

Chubu Nippon Nomin Kumici 

Membership: 5,000, including tenant farmers, tenant farmers who also 
own some land for cultivation, landowners who culti- 
vate their land 

Principles and purposes as stated in the Union’s literature: 
The present economic program of the union must be re- 
inforced by political activity 
To establish the permanent right of cultivation 
To obtain reasonable rents 
To establish co-operation, consumption guilds, and mu- 
tual aid 
Educational activity with farmers’ schools and lectures 
Political activity looking toward control of village gov- 
ernment and representation in prefectural and national 
government 
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TABLE XV—Continued 
Zen Nihon Nomin Kumiai 

Membership: 53,500, including tenant farmers, tenant farmers who 
also own some land, agricultural laborers and small own- 
er cultivators 

Principles and purposes as stated in the Union’s literature: 
To organize against the landlords and for mutual aid 
To secure the right to permanent tenancy 
To secure the social, political and economic condition of 
the farmer 
To reform the law with respect to tenant farmers 
To develop co-operative buying and selling guilds and 
co-operative production 
Reduction of rents 
To educate the farmer in the social sciences, village cul- 
ture and amusement 
To develop political activity among the farmers looking 
toward a farmers’ party 
To exclude movements imported from abroad 
To exclude from our villages tenant farmers of the left 


wing 


they are divided on personalities rather than on principle. The 
Nippon Nomin Kumiai, it is generally agreed, is the most radical 
and aggressive. The Zen Nihon Nomin Kumiai is more conserva- 
tive. The Chubu Nippon Nomin Kumiai takes the middle course, 
though the word “central” in its name applies to its geographical 
location in the country, not to the position of its social theories. 
The fourth group forms the extreme right wing. The Nippon 
Nomin Kumiai would abolish the landlord altogether. The Zen 
Nihon Nomin Kumiai would rather compromise and establish a 
system of benefit to both landlord and tenant. In bargaining for 
reduced rents the first union withholds all the rent due to the 
landlord; the others withhold but part. The more radical union 
has more clashes and battles with the police, dares more open re- 
bellion. The Zen Nihon Nomin Kumiai they accuse of “class 
collaboration” and are in turn accused of “communism” by 
them. When the national government in 1926 appropriated 
7,000,000 yen for loans at low rates of interest to be made to 
tenant farmers for the purpose of ziding them to purchase some 
land and become small owners, the Zen Nihon Nomin Kumiai 
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welcomed the project for its members. The Nippon Nomin Ku- 
miai opposed the plan because even at 4 per cent, the rate pro- 
posed, the project was uneconomic for the tenant farmer who 
must pay the current price of land. Under the existing condi- 
tions in agriculture they claimed the farmer could not afford to 
pay more than 2 per cent for the loan if he wished to make both 
ends meet. The plan was of more advantage to the landlords 
than to the tenants. The Nippon Nomin Kumiai believed it 
would be better for its members if no relief were given the land- 
lords, either in this way or in the form of reduced taxes, in the 
hope that the burden would become so great that the landlords 
would abandon their lands to the government. 

In spite of the similarity of their aims and hopes, there is, it 
seems clear, a decided difference in their methods of attacking 
the same problems. Whether these differences are really insur- 
mountable or are only a phase in the development of the whole 
movement is questionable. They may even be a healthy sign. 
Certainly the movement even now is virile and its influence on 
the tenant farmer’s position considerable. 

The presidents of the unions are unanimous in agreeing that 
the immediate and pressing problem of each union is to bring 
about reduction in rents and to secure recognition of the tenant’s 
right to property in the improvements he has put in the soil, 
which is variously called the permanent right of cultivation, the 
permanent right of tenancy, or the tenant’s right of reclamation. 

In attacking these main issues there are many intermediate 
problems that come before the unions for solution. In the matter 
of permanent reduction in rents, the whole question of the man- 
ner of payment is opened up, whether it is better to pay a percen- 
tage rent or a fixed amount, a money rent or rent in kind. The 
present system has proved most unsatisfactory for the tenant. 
The rent is agreed upon on the basis of the maximum capacity of 
the land, as so many koku of rice, but no lease is drawn and the 
inevitable bargaining for a reduction because the harvest had not 
reached expectations makes it an uncertain quantity in which 
the tenant bears the burden of the risk. In the earlier days of the 
movement the unions were agreed that a percentage rent in kind 





AGRARIAN PROBLEMS OF MODERN JAPAN 297 


was the desirable thing. It was favored for its flexibility. By this 
means the landlord would automatically share in the risk of poor 
harvest, but by the same means he also shared in the gain if the 
harvest were good. The existing situation would not be radically 
changed. In recent years the unions have shifted their position 
on this matter. Most of them now indorse a money rent of fixed 
amount, though some, notably the Chubu Nippon Nomin Ku- 
miai, favor a money rent with a maximum and minimum for each 
year. Though money rents would expose the farmer to the vicis- 
situdes of price changes, the unions reckon with the theory that 
cash rents go up more slowly than the price of rice. That they 
also lag behind prices in the event of a decline does not appear to 
them a problem of the immediate future. 

A system of money rents would radically alter the tenant’s 
economic position. It would force him to do the marketing of the 
whole of his crop. The landlord would be eliminated from the 
rice trade. In Niigata, it is said, there are 3,000 rice brokers han- 
dling the rent rice of the large landlords. If the money rents led 
only to individual marketing, the tenant’s position might not be 
bettered, but the great feature of such a change would be the op- 
portunity for such social features as co-operative warehousing 
and co-operative selling guilds, organized by the tenant unions 
and bringing the cultivator a much larger share of the selling 
price of rice. The adoption of money rents as an aim of the 
tenant-farmer movement marks a change in the character of the 
movement. It signifies a development of social understanding, 
larger motives and more vision on the part of the leaders. 

In the meantime, until they have established the new eco- 
nomic position of the tenant, the unions are confronted with 
problems in the tenant’s daily routine that need immediate solu- 
tion. Some efforts are spent in demanding a minimum daily wage 
for tenants. It does not seem a far-sighted policy, but may be 
resorted to for some relief. The Zen Nihon Nomin Kumiai asks 
that the cultivator be guaranteed a net return of seventy-five 
cents a day for men and fifty cents a day for women, or a daily 
wage of $1.25 for a man and wife. The labor of their children 
is not counted. Under the present condition of agriculture, if 
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this rate were allowed, there would be little if anything left for 
the landlord. The union estimates that present tenant earnings, 
after deducting expenses, are about 25 cents per day per adult. 
The Niigata tenants, it is said, live on 11 cents per day per per- 
son. It does not provide an extravagant living. The danger in a 
demand such as this for guaranteed earnings lies in the probabil- 
ity that it would further divorce the tenant from the soil, ulti- 
mately making him only an agricultural laborer. 

Another activity of the unions is opposition to the demands 
of landlords, only half a century removed from feudalism, for 
extra and personal services from their tenants. There are also 
questions of the tenant’s right to compensation for the expense 
of transporting the rent rice to the warehouse of the landlord, 
and of the landlord’s right to seize cocoons reared by the tenant 
as subsidiary work against the payment of his rents. In all these 
matters formerly handled by the individual tenant the farmer 
unions are now taking a larger and larger part, and tenant-land- 
lord relations are becoming more uniform in these details. 

Local unions have developed some machinery for co-opera- 
tive buying of tools and fertilizer, thus cutting to a considerable 
degree the cost of those essentials for the individual farmer. The 
movement has not been extensive and has never been organized 
on a national scale. Though every union has on its program the 
development of co-operative enterprise, not many of the plans 
have been put into practice. The unions are not rich and these 
things take time and money. The per capita dues to the national 
office of the Nippon Nomin Kumiai are 24 cents a year. If the 
whole of the 70,000 members were fully paid up, the yearly in- 
come of the largest tenant-farmer union would total less than 
$16,800. Dues for local purposes are collected in addition to the 
national dues, but the total sum, national and local, is not large. 

The same limitations curb the educational activities of the 
movement. Schools of a sort have been organized to teach the 
social sciences to the farmers. As yet they are little more than 
lecture courses of a week or two in the dull seasons of farming. 
Their major purpose is propaganda, and they are intended as a 
spur to organization of the tenants. There are plans for adult 
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schools and schools for the children of tenant farmers, with terms 
arranged to dovetail with the busy periods in farming and with 
courses in scientific agriculture as well as social theories. But 
they as yet are mostly paper plans. They, too, take time and 
money. The movement is very young as well as very poor. 

A tenant farmer union as conceived by the leaders of the 
movement, “must be sometimes a barracks of warriors who fight 
against other classes, sometimes a school of village culture, a 
club for amusement, a temple, a shrine.” 

Education and co-operation, the constructive work of the 
tenant-farmer movement, cannot be extensively developed until 
the movement itself is firmly established. Most of the energy of 
the unions now must go in organizing the farmers and in estab- 
lishing their right to organize and their right to bargain collec- 
tively, in fact, their right to exist. It has been the same with the 
tenant-farmer movement of Japan as with the development of a 
labor movement. The first defense of the landlord or the manu- 
facturer is refusal to recognize the existence of the union and its 
right to speak for the tenant or worker, and opposition to “out- 
side leaders.” 

The second defense, in paddy field or factory, is the injunc- 
tion. The biggest practical problem of the tenant-farmer move- 
ment at the present time is how to void the injunctions obtained 
by landlords in disputes over rents. The daily calendar of most 
of the local unions is filled with cases of individual tenants who 
have been put off their land for one reason or another, sometimes 
for no other cause than that the landlord has a higher bidder for 
the land. The unions have taken over the work of protecting and 
representing these individuals in injunction proceedings. It is an 
important work, because on it depends the establishment of the 
principle of the tenant’s fundamental right to property in the im- 
provements he has added to the soil, or to compensation for the 
loss of his property if removed from the land. All the wings of 
the movement are working to establish this principle in law. 

Some legal grounds for the tenant’s claims are established in 
the civil code, which was drawn up in the early years of Meiji. 
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By article 270° of this code, if a lease for farm land has been 
registered in law, on termination of the contract the tenant has 
the right to take away the property which he holds in the land, 
being bound to restore the land to its original state; but if the 
landowner should offer to buy the tenant’s property in the land 
and should tender a reasonable price, the tenant may not refuse. 
Where the custom of the locality differs, it is understood that the 
local custom should be followed. In the case of a Japanese farm 
the tenant’s property lies in the fertilizer applied to the soil, in 
the drainage and irrigation system he has built, in the new bound- 
aries and the new soil which he has brought in. Unlike American 
farms, the home and whatever there may be of farm houses are 
quite distinct from the farm. They generally are the property of 
the tenant, and are located, not on the farm land, but in a village. 
If not owned by the tenant, they still generally have no direct 
connection with the farm land. The farm home, therefore, is not 
covered in the contracts for rent and is not affected by injunc- 
tions. The property which the tenant: holds in the land is those 
less tangible qualities which have increased fertility. These 
things he cannot well take away on termination of the contract. 
He must, instead, be compensated for their loss. 

It might seem that here, in the law, lies the solution of the 
tenant’s legal problems, that it would only be necessary for the 
tenant-farmer unions to apprise their members of these rights, 
urge them to register their contracts according to the law, and all 
would be well. It is not quite so simple. The law also’ provides 
that when the contracts are registered, the tenant, as a rule, may 
not demand remission or reduction of the rent which is fixed in 
the contract, even when he sustains a loss of profit. He must pay 
the full contract rent year after year until the termination of the 
contract, which runs for 20 to 50 years according to the terms 
agreed upon. Had the tenants been aware of their rights some 
twenty or thirty or forty years ago, as some in Kochi were, and 
had they registered their contracts at rents then asked, they 
would now be in a strong strategic position. At the termination 


* J. E. de Becker, The Principles and Practice of the Civil Code of Japan 
(London, 1921), p. 208. 
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of the contract, if the landlords did not care to renew the terms 
of the old lease, the tenants could demand compensation for their 
improvements, or division of the land. They would in the inter- 
vening years have enjoyed stationary rents below the current 
rates and, at the termination of the contract, they would have 
legal claim on the improvements they had added to the soil. But 
to enter such a contract now, for 20 or 50 years, with rents as 
they are, higher than the productive capacity of the land well 
warrants, would be ruinous for the tenant. He could hope for no 
temporary reductions, even under the worst of harvests, but year 
after year he would have to pay the full contract rent regardless 
of the loss he sustained. Decidedly, the way out does not lie 
through this course. The law, however, does establish in part the 
principle of compensation for property in the improvements 
added to the soil. 

The permanent right of cultivation has so much basis in cus- 
tom and in the practices of different localities, and the idea has 
been so intimately tied up with tenancy, even during the days of 
feudalism, that it cannot easily be put down and dismissed by the 
government. In response to a good deal of pressure from the ten- 
ant-farmer movement, several attempts have been made to frame 
a law recognizing this principle. In 1923 the government drew 
up a tenancy bill with sections on rents and on the rights of ten- 
ants, providing in detail that the tenant should receive indemnity 
for any loss sustained by removal from the land. The bill was 
fought by the big landlords and was finally suppressed. In 1926” 
another Tenancy Bill was drafted by the government, but it also 
came to naught. 

Through this or a similar bill, the tenant-farmer movement 
hoped to establish legal recognition of the permanent right of 
tenancy and of indemnity against removal. But they have had 
no representatives in the government through whom to push 
their claims. The result has been that the tenant measures are 
generally shelved with little consideration in the Diet, and the 
agitation from the farmers has been in vain. This state of affairs 
has made the tenant-farmer movement turn its attention to gain- 
ing political power and representation in the Diet. 

* Osaka Mainichi, September 18, 1926. 
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IV. POLITICAL ACTIVITY OF THE TENANT-FARMER UNIONS 


The so-called Universal Manhood Suffrage Act came into 
force in 1926. Under it, suffrage was extended to many who had 
previously been barred by tax qualifications from participating 
in elections, and the electorate was increased by some 7,000,000 
votes.** Most of the male population of 25 years and over could 
now make use of the vote, and the way was opened for the labor 
and farmer groups to participate more directly in influencing 
political action. In December, 1925, the first farmer-labor 
party was organized. Two hours after the inaugural ceremony 
the party was ordered dissolved by the Minister of the Interior 
on the grounds that its motives were revolutionary. In 1926 a 
second attempt was made and the Rodo Nomin To (Labor 
Farmer Party) was formed with the ideal of creating one big 
proletarian party for both labor and farmer. This was the party 
of the Nippon Nomin Kumiai. A little later, in 1926, the Zen 
Nihon Nomin Kumiai sponsored the organization of the Nomin 
To, a proletarian party for farmers only. These two groups were 
irreconcilable from the first, the one contending that the inter- 
ests of labor and farmer were identical, the other that the prob- 
lems of the two were so dissimiliar in every way that they could 
not be served by one party. Their common interest was only 
their mutual opposition to the bourgeois parties. 

In October, 1926, the Rodo Nomin To was split on com- 
munism. All the less radical elements deserted the party; the re- 
maining groups, repudiating communism, maintained the party 
as the left wing of the political movement. Out of the split grew 
the Shakai Minshu To (Social Democratic Party), the party of 
the General Federation of Japanese Labor and the extreme right 
wing of the movement. Later, dissenters from the Social Demo- 
cratic group and from the Rodo Nomin To formed the Nihon 
Rono To, or Labor Farm Party of the right. Dissension between 
the wings of the tenant-farmer movement was aggravated by 
differences between the wings of the labor movement when they 

™ Japan Yearbook (1927), p. 76. 

™ The story of the proletarian parties is taken from personal interviews and 
current newspapers, especially Trans-Pacific. 
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attempted to come together for political action. The whole spec- 
trum of social thought has spread out over Japan, and all the 
different shades are represented in the new political movement. 

The Shakai Minshu To stands for the reorganization of pol- 
itical and economic institutions with the wage-earning class as 
the pivot. It hopes to reconstruct “through legitimate means” 
factors in the capitalist system harmful to the healthy progress 
of the nation. It wants public undertaking of public enterprises, 
nationalization of the central bank, and proletarian banks. It 
aims at the destruction of all existing politcial parties, and the 
reform of laws and institutions through national legislation, not 
by radical measures. That, in essence, is its declaration. 

The Nihon Rono To, the Labor Farm Party of the right, 
stands for the emancipation of the masses through the operations 
of a single proletarian party whose work it is to gain political, 
economic, and social freedom for the proletariat by carrying out 
legitimate measures to effect a thoroughgoing revision of the ex- 
isting unequal distribution of land, productive means, and con- 
sumption. It stands for the abolition of consumption taxes on 
daily necessaries and the curtailment of custom tariffs. The 
party frankly admits that its program and social theories are 
still in a formative state and that it is not decided which is the 
better, a moderate social policy, the parliamentarian method, or 
proletarian dictatorship. It is openly opposed to the communist 
policy. 

The Rodo Nomin To (Labor Farmer Party) is more radical 
and more definite in its policy. It gives as the cardinal points of 
its program the political, economic, and social emancipation of 
the proletariat through measures in accord with conditions in 
Japan; revision of the unequal system of land possession, pro- 
duction, and distribution “through legitimate mearis”; complete 
renovation of the taxation system; the breaking up of the tradi- 
tional bourgeois parties; and the reconstruction of the national 
legislature. 

The Nippon Nomin To (Japan Farmers’ Party) stands for 
improvement of agricultural conditions, for the welfare of farm 
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workers, for minimum prices for agricultural products, and for 
nationalization of the fertilizer industry. 

These are the four major proletarian parties that partici- 
pated in the first general election under the new suffrage law. 
They represent the new political movement and their participa- 
tion in the recent elections in Japan caused considerable interest 
and some consternation to the government. The labor and farm- 
er movements place a good deal of hope in political action and 
look forward to the effects of their influence on legislation and to 
the effects of the legislation itself with remarkable optimism. 

In the prefectural elections, which preceded by a few months 
the recent general election, the different proletarian parties ran 
some 206 candidates, many of whom opposed each other even 
more bitterly than they did their common enemies in the tradi- 
tional bourgeois parties. Though they polled altogether over 9 
per cent of the votes cast, they elected only 2 per cent of the suc- 
cessful candidates. This was because they overlapped into each 
other’s territory and took one another’s votes. In the national 
election of last February they made a better showing of co-oper- 
ation and agreed for the purposes of the election to bury their 
differences and not to run opposing candidates. For the most 
part they lived up to the agreement. There were five proletarian 
parties, the four national groups and one local, and they ran 85 
candidates. The proletarian vote amounted to 447,000, or 4.6 
per cent of the poll. The elected proletarian candidates totaled 
eight, or less than 2 per cent of the elected candidates. They 
failed again to get the most from their votes, for the Independ- 
ents were able to return 16 candidates on 6 per cent of the 
votes.”* 

Despite the rather weak showing of the new parties in the 
first two elections, the seeds of a real proletarian political move- 
ment have been sown. It is a movement that will have to be 
reckoned with in the future. Already the two principal political 
parties, one or the other of which has governed the country for 
years, have inserted planks in their platforms to attract the new 
voter away from the proletarian parties. In the last election the 


™ New York Times, February 25, 1928. 
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party now in power inserted a plank promising the development 
of agriculture by granting subsidies to tenant farmers with a 
view to enabling them to become independent farmers. They 
promised again what they had failed to carry out in the previous 
session, the transfer of the land tax from the national to the local 
governments. 

The other major party made its bid to the new electorate and 
the proletarian vote by vaguely promising improvement in the 
standard of living of the working classes, the creation of machin- 
ery ior the promotion of co-operation between labor and capital, 
and the development of the fishing and agricultural industries. 

The elected candidates were so divided between these two 
major parties that the balance of power now lies with the inde- 
pendent groups including the proletarian members, who find 
themselves, in spite of their lack of numbers, in a singular posi- 
tion of importance. There is no question that the proletarian 
parties will become a factor in the government of Japan if they 
can find more unity among themselves. They are not held apart 
by principles. Their platforms might be interchanged without 
much ado. It is indeed difficult to distinguish them. The present 
dissension among them is probably only a phase in the develop- 
ment of a new political party of considerable importance. In 
fact, their leaders elected to the Diet are already drawn closer 
together. 

Japan’s political as well as her economic organization is un- 
dergoing change. The present government is not anxious for that 
political change to occur. They have placed many obstacles in 
the way. The proletarian parties bitterly complain that they 
were harassed and interfered with in the last general election. 
And only recently, in the early part of April, it was reported in 
the press that the government had ordered the dissolution of 
Rodo Nomin To, together with the League of Proletarian Youth 
and the Japan Labor Council, as communistic organizations. 
Rodo Nomin To is the party of the left. It elected two members 
to the Diet in the last election. The party replied to the govern- 
ment, repudiating communism and accusing the government 
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party of attacking their movement under cover of preservation 
of the law. 

The Japanese government is very nervous about “dangerous 
thought.” The organized tenant farmer and the unionized fac- 
tory worker are constantly under the espionage of the police. 
Every meeting called by any of the farmer or labor groups, ex- 
treme right or radical left, is attended by the police and reported 
on to the Home Minister. Raids are frequently made on the of- 
fices of the more radical unions, leaflets seized, and members ar- 
rested, many of them to be released later for lack of evidence. 
One thousand and thirteen persons™ were arrested as commu- 
nists in a round-up following the last elections. The majority 
were released after exe-uination. Thirty-six were committed to 
trial immediately. The leaders of the unions are kept under con- 
stant police observation. Every farmer who joins a tenant union 
soon finds that he is in the police books. Even the foreign visitor 
in the country who shows any interest in the labor or farmer 
movements whatsoever finds he has attracted police attention to 
himself, and from that moment his every move is reported to the 
Home Minister. The government is afraid of the new social the- 
ories and checks their growth wherever it can. The press is full 
of stories of raids and arrests. Meetings are forbidden or are 
broken up. Any obstruction that can be put in the way of organ- 
ization is effected. Until 1923 the government’s policy with pro- 
letarian organizations was so severe that it amounted almost to 
preclusion. It could not stop the march of ideas, but it undoubt- 
edly considerably retarded the progress of the labor and farmer 
movements. In recent years the economic pressure has been too 
great and the movements have grown in spite of the police. 


V. ORGANIZATION OF LANDLORD ASSOCIATIONS 


In addition to the government’s opposition the tenant farmer 
movement has been fought by private organizations of landlords. 
A landowners’ association, Dai-Nihon Jinushi Kyokai, was or- 
ganized in 1925 with an initial membership of 20,000. It pro- 
posed “‘co-operation between tenants and landlords,” annihila- 


™ Trans-Pacific, April 14, 1928. 
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tion of all tendencies to “subversive thought,” and the enactment 
of a “proper and reasonable tenant farm dispute law.”** There 
are other similar organizations for the purpose of fighting the 
tenant-farmer movement. Before the development of the tenant 
movement, landowners had been organized to advance their own 
interests, examine the rent rice, and stimulate improvement in 
agriculture. In 1918 there were 225 such organizations. With 
the advent of the larger tenant-farmer movement and the growth 
of tenant-landlord feuds, landowners organized against the ten- 
ants and founded companies to raise funds for carrying on litiga- 
tion against the tenants. In 1925 there were 532 landowner 
unions organized for one purpose or another with a membership 
of 34,696.” 


VI. THE JAPANESE AGRARIAN DILEMMA 
Out of the dissension between tenants and landlords has 
come the cry for nationalization of the land as the solution of the 
agrarian ills of the country. The talk was first started by the ten- 


* The following manifesto was adopted by the Japanese Landowners’ Asso- 
ciation in 1926: 

“The present condition of distress in agricultural villages cannot be re- 
garded with indifference. We are suffering from heavy taxation; our farms are 
desolated; tenancy disputes are aggravated year by year; a catastrophe is close 
upon us. Is it not time to wake and do something? 

“Remembering the splendid tradition of our nation, with sovereign and 
subjects forming one whole, and reflecting on the glorious history of our national 
development in the past, let us emphasize the harmonious relations between capi- 
tal and labour, and especially cultivate peace between landowners and tenant 
farmers and thus contribute to the development of our agricultural villages. 
What sort of devils are they who furiously strike fire-bells when there are no 
fires and incite to a class struggle, provoking animosity against landowners by 
exciting tenant farmers? If these malicious designs go unrestricted, what will 
become of our national existence? 

“Agriculture is the source of a nation’s food supply; indeed, the destiny, we 
believe, of our country hangs on the prosperity of our agricultural villages. We 
are determined, therefore, to co-operate with those who hold the same ideas, to 
arouse public opinion, and to establish a more suitable national policy. 

“We earnestly appeal to those who hold the same views to strive, in com- 
mon with us, for the development of the agricultural villages” (International 
Labor Office, Geneva, Industrial and Labor Information [September 27, 1926], 
XIX, No. 13, 492). 

™ Arbitration in Tenant-Farmer Disputes (in Japanese), 1926. 
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ant groups with the hope of eliminating the oppressive character 
of the rents and securing their right in the soil. Now it is the 
landlords who seek nationalization as a way out of their difficul- 
ties. But the two groups are not in agreement on the issue. They 
approach it from entirely different angles and for different pur- 
poses. The tenant farmers want nationalization of the land by 
confiscation, or at least by purchase at a nominal price, in order 
to equalize the distribution of land and eliminate rents to private 
individuals. They want nationalization as a step in socializing 
the country. 

The landowners want nationalization if the government will 
buy their lands at the current prices and release their funds now 
tied up in the land for investment elsewhere in commerce or in- 
dustry at a higher yield. Early in 1927*" the landowners in the 
House of Peers started a movement for the nationalization of the 
land. They presented a plan under which the government was 
asked to buy the land of the big owners at the market price, and 
then lease it in small lots to the tenant farmers. The Japanese 
Landowners’ Association indorsed this form of nationalization 
and urged it, they said, in aid of the tenant farmer. It was de- 
nounced by the tenant unions, who could see no advantage in 
nationalization that passed on to the tenant the whole of the 
burden of high taxes and inflated prices. 

The movement failed, but in the last session of the Diet in 
1927 the Minister of Agriculture* brought forth a plan which he 
asked the government to indorse in lieu of nationalization. By 
his plan the government was to spend some 2,800,000,000 yen 
($1,394,400,000) over 35 years in the purchase of the holdings 
of the big landlords, for conversion into small lots for peasant 
proprietorship. The landlords would be paid immediately in 
government bonds bearing 5 per cent interest and would bear 
none of the risk of the tenants’ failures to meet instalments. 
The government was to be secured by mortgages on the land and 
the purchase price was to be collected in annual instalments 
from the tenant buyers, extending over 36 years, virtually as 

™ Trans-Pacific, December 3, 1927. 

™ Trans-Pacific, July 23, July 30; December 3, 1927. 
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taxes. The plan was intended to purchase 1,960,000 acres (800,- 
ooo cho), but it could do so only at a price per tan considerably 
under the current price, and there seemed to be no idea of con- 
fiscation in the plan. Accepting the estimate, however, it would 
convert less than one-third of the tenants into proprietors in 35 
years, and would leave untouched the problems of the other two- 
thirds. The question also immediately arises, if the tenant failed 
to meet his payments could the government, in all humanity, 
foreclose the mortgage? 

The scheme was immediately attacked as too favorable to 
the landlord class at the expense of the tenants and the general 
public. It caused a good deal of dissension in the Cabinet, and 
at one time bid fair to wreck the government party. The Finance 
Minister opposed it on financial grounds; other members op- 
posed it on legal grounds; and the Home Minister opposed it as 
blatantly one-sided and in favor of the landlord. He contended 
that so far from putting an end to the dispute between landlord 
and tenant, it would convert that dispute into one between the 
tenants and the state. The issue was not settled. There was a 
compromise and the matter was left over to the 1928 session, 
which has adjourned without taking any action on the matter, 
but it will undoubtedly be an issue again. 

There seems to be very little in the scheme that would work 
to the advantage of the tenant. Instead of paying 50 or 60 per 
cent of his crop as rent, he would pay practically the same 
amount in taxes, instalment payments on his loan, and interest 
charges at a rate higher than the rate of return that the present 
owners claim they can clear on their investment in land, al- 
though lower than the current rate on loans. It would mean to 
him little more than the substitution of the government for the 
landlord. And at the end of 36 years, what has he gained? It 
would be just as difficult to meet the payments of the govern- 
ment as it is now to pay the rent to the landlord. And if he were 
able to meet all of his payments and finally did become the pro- 
prietor of his land, he would be in no better position than the 
present owners, who complain so bitterly of the low return on 
their investment. The Agriculture Minister’s plan would seem 
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to end by shifting the burden of the present uneconomic status 
of agriculture on to the small tenant farmer and potential pro- 
prietor, or, if he failed, on to the government. 

Though the unions at first bitterly attacked the plan, there 
has been some change in their attitude on the matter. At the last 
general election the proletarian parties were strangely silent on 
an issue so intimately connected with their welfare and which 
held so prominent a place in the government party’s program. It 
has been suggested that they are now less inclined to oppose the 
measure because they see in it a way out for the tenant. With 
the government as landlord, if they could not meet their pay- 
ments—and it is probable they could not—the situation would 
not be the same as failing to pay an individual. Instead of evic- 
tion and confiscation, under the government there could be relief 
measures, subsidies to tide them over. The landlords have asked 
for subsidies; industry has been subsidized; why not the tenant 
farmer? There have been no official statements by the tenant- 
farmer groups to this effect. It is suggested here only as an inter- 
pretation of their silence. The subsidy, it would appear, is the 
Japanese panacea for all evils. 

What, then, is the future of agriculture in Japan? It seems 
clear that the government believes it can solve its agrarian trou- 
bles by making the tenant farmers into small proprietors. In the 
last few years it has had only a small degree of success. From 
1922 to 1926 the amount of land cultivated by tenant farmers 
has been decreased on the average by 32,000 acres a year.” If 
that rate were maintained, it would take more than 200 years to 
complete the conversion. If the Minister of Agriculture should 
realize his project, and a more rapid rate of conversion could be 
effected, it would still take, under the government’s most ambi- 
tious plan, over 120 years to complete. In the meantime the pop- 
ulation is increasing at nearly a million a year. 

The agrarian situation in Japan is strangely paradoxical. 
The tenant farmers complain of high rents and the landlords 
complain of low yields. Tenant earnings are small, even insuffi- 
cient; yet the flow of labor from the farm to the factory must be 


” Statistics of Farmers, 1926. 
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continually stimulated to meet the factory needs. Capital is slow 
to leave the land, though the yield is low and the taxes discrim- 
inatory. Landlords are asking for nationalization of the land 
and tenants are loathe to undertake ownership. A tenant-farmer 
movement has been organized to protect the rights of the tenant 
cultivators, but its energies are dissipated by inter-union war- 
fare. Modern industry has been built on subsidies, largely paid 
from agriculture. Now agriculture asks for subsidies, to be paid 
by whom? The nation is on the horns of a dilemma. The diffi- 
cult problem is to reorganize its basic industry for the benefit of 
all and without injury to any part of the population. The ten- 
ants have claims that prejudice the case of the landlords. The 
landlords would escape from their troubles by shifting the bur- 
den to the cultivators. The cultivators want protection in price 
maintenance to the cost of the nation. The nation would con- 
tinue to burden agriculture with industrialization. The conflict- 
ing interests of the different groups make the task very difficult 
of solution. 

Though all parties are now looking to the government for a 
solution, it is not probable that relief will come from that source. 
Hope for the future lies in the farmers themselves. If they are 
only allowed to organize and to fight the thing through, they may 
find a sound basis for agriculture; and if they do, it will not be 
in nationalization or in subsidies. The line of action already 
taken by the unions in the development of co-operative enter- 
prise seems to point the way to a solution of Japan’s agrarian 
dilemma. 

DorotHy J. ORCHARD 

New York City 














MORGENSTERN ON THE METHODOLOGY 
OF ECONOMIC FORECASTING 


= HIS’ is one of those rare books which, if only they are 
received with the serious attention that they deserve, 
sometimes succeed in forcing an entirely new orientation 
in the field of scientific endeavor with which they deal. The book 
would deserve the closest attention, even if its specific arguments 
were found to be either unsound or of little permanent value for 
further research along positive lines, by virtue of the vision of 
its conception, the saneness with which it sets limits to the dis- 
cussion, and the boldness with which it states its conclusions. It 
required an imaginative vision to pull one’s self consciously 
away from the details both of present methods of “business fore- 
casting” and of the “cycle theories” which, consciously or un- 
consciously, lie at the base of those methods, in order to exam- 
ine the methodological assumptions common to all methods and 
theories. It required a saving sense of balance to prevent the 
inevitably abstract and formal nature of the treatment from 
leading to fruitless juggling with metaphysical subtleties of 
doubtful relevance. It required courage of a high order to issue 
a challenge, couched in the most uncompromising terms, to the 
vested interests represented by those “institutes,” commercial 
and “scientific,” which are at this moment devoting a huge ex- 
penditure, in time and effort, to the study of business fore- 
casting. 

What will claim the primary interest of most readers of Dr. 
Morgenstern’s book—though they will be superficial readers in- 
deed who will find nothing of permanent positive value in the de- 
tails of his analysis—is its essentially iconoclastic conclusion, 
and the arguments by which it is reached. His attack, against 
which a defense must be devised, may be summarized’ as at- 
tempting to prove the following three propositions: 

* Oskar Morgenstern, Wirtschaftsprognose: Eine Untersuchung ihrer Vor- 
aussetzungen und M déglichkeiten (Vienna, 1928). 


* The nearest our author comes to presenting a summary under the three 
heads here indicated is on p. 108 of the volume under review. There is a more 
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I. Forecast in economics by the methods of economic theory 
and statistics is “in principle” impossible.’ 

II. Even if it were possible to develop a technique of eco- 
nomic forecasting, such a technique would be incomplete, by 
virtue of its necessary limitation to methods based on a knowl- 
edge of economics alone; it would therefore be incapable of ap- 
plication in actual situations.* 

III. Moreover, such forecasts can serve no useful purpose.* 
All attempts to develop a formal technique for forecast are 
therefore to be discouraged.* 

Each of these main propositions is supported, in turn, by a 
series of subsidiary propositions. At the risk of an awkward 
schematization, it will help to clarify the issues if, against each 
of these subpropositions, we set up a series of counterproposi- 
tions, which may be held to represent the position of those who 
would still break a lance in defense of business forecasting and 
its ultimate possibilities. 

I 

The subpropositions which are held to provide unequivocal 
support for the first major proposition, viz., that “forecasting in 
economics, by the methods of economic theory and statistics, is 
in principle impossible,” may be stated somewhat as follows: 

A. The data with which the economic forecaster must deal 
are of such a nature as to make it certain that the prerequisites 
for adequate induction must always be lacking. 

B. Economic processes, and therefore the data in which 
their action is registered, are not characterized by a degree of 
regularity sufficient to make their future course amenable to 





forma! summary, consisting of six propositions, on pp. 169 ff., on lines somewhat 
different from those followed by me in the text. The propositions adduced 
throughout this review as representing the author’s position are therefore not to 
be regarded as direct quotations, unless they are explicitly represented as such. 
In every case, however, I have given sufficient page references to enable the 
reader to judge whether my summary is a fair one. 

* For instances of the formal statement of this conclusion see, e.g., pp. 108, 
112, 113, 119. 
“See esp. pp. 112 ff. 


* Pp. 117 ff. * Pp. 117, 121 ff. 
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forecast, such “laws” as are discoverable being by nature “in- 
exact” and loose, and therefore unreliable. 

C. Forecasting in economics differs from forecasting in all 
other sciences in the characteristic that, in economics, the very 
fact of forecast leads to “anticipations” which are bound to make 
the original forecast false. 

We may begin by laying down, as against subproposition A, 
the following counterproposition (A’): 

A’. Most—though, in strictness, not all—of what Dr. Mor- 
genstern says concerning the peculiar unfitness of economic data 
for treatment by certain formal methods of induction is true, 
especially if the differences in these respects between the data 
of economics and those of the other sciences be regarded as dif- 
ferences of degree and not of kind. Nevertheless, this conclusion 
does not have as crucial a significance for the problem of busi- 
ness forecasting as Dr. Morge..2rn implies, for the reason that 
the conclusion challenges mereiy either (1) a basis of forecast 
that is not now, and has hardly ever been used, in any formal 
way, by those actually engaged in economic forecasting, though 
its theoretic possibilities have been canvassed by some workers 
interested in the more formal aspects of the problem of forecast- 
ing; or (2) a basis which, unfortunately, has been and is being 
used by certain forecasting agencies, but is by no means the only 
possible basis for forecasting. The most that Dr. Morgenstern 
proves, in other words, is that some business-forecasting enthu- 
siasts have looked for light in the wrong direction; he does not 
prove that attempts at forecasting which start from premises 
quite different from those he attacks must necessarily fail. 

It is primarily in connection with the question as to the pos- 
sibility of applying to the problem of economic forecasting the 
formal technique of probability analysis," regarded as a method 
of “scentific induction,” that Dr. Morgenstern develops his ar- 
guments as to the unfitness of the data of economics as a basis 
for such “induction.” As to the essential accuracy of Dr. Mor- 
genstern’s distinction between the data of economics and those 
of other sciences, in this connection, little need be said beyond 


7 See esp. pp. 66 ff. 
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the simple statement that there are grounds for questioning the 
formal rigidity wit! which our author draws the distinction as to 
kind between the types of data in question. The criteria, for ex- 
ample, of homogeneity* and of independence’ in the data treated, 
which are postulated by the theory of probability, after all are, 
strictly speaking, relative, and not absolute criteria; what is 
desiderated is more or less homogeneity or independence, not 
absolute homogeneity or independence. Indeed, a general insist- 
ence upon the possession of these qualities in the degree of un- 
adulterated purity which Dr. Morgenstern would seem to de- 
mand of economic data would forbid the practical application 
of the technique of probability analysis in fields where, as 2. mat- 
ter of fact, it has shown its greatest usefulness. It is idle to labor 
this point, however, for the reason that, if one can quarrel with 
the rigidity with which Dr. Morgenstern contrasts economic and 
other data as to kind, it is hardly possible to quarrel with his 
implication that the differences in degree are so important as to 
be equivalent in effect to a difference in kind. The differences 
following from the relative smallness of the number of cases 
available in economics,*® as compared with the other sciences, 
for example—especially in the light of the difficulty, familiar to 
every economic statistician, of honoring the criterion of homo- 
geneity along with the criterion of the largest possible number 
of cases—are so familiar that we should be prepared to grant at 
once that the distinction between the two types of data, if it can- 
not be drawn with the formal exclusiveness with which Dr. Mor- 
genstern seems to draw it, is at least sufficiently sharp to justify 
his conclusion that whatever may be the case in the other sci- 
ences, the formal technique of probability analysis can only 
rarely, if ever, be applied to economic data with any hope of ob- 
taining reasonably significant results. 

The real question, however, is how far this conclusion, 
granting its essential accuracy, takes us in the direction of estab- 
lishing our author’s central proposition that forecasting in eco- 
nomics is “in principle” impossible. That Dr. Morgenstern him- 

* See pp. 66, 72, 97. 

* Pp. 67 f., 70. * See pp. 70 f. 
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self regards it as taking us very far indeed is abundantly clear." 
Nevertheless, it is possible to ask whether the significance of the 
conclusion is not greatly attenuated by the fact that our author 
would seem here—there is no other part of his book of which the 
like may be said—to be engaged in flogging a horse which: is, not 
only now dead, but which at no time, especially if one has regard 
to the actual practice of economic forecasting, was very much 
alive. One has only to try to recall concrete instances of formal 
attempts to employ the technique of probability analysis to the 
problem of business forecasting to be convinced that our author 
is, after all, fighting with a shadow.” 


*™ Cf., e.g., p. 66, where the thesis as to the unsoundness of a “so-called sta- 
tistical induction” based upon probability theory is declared to be “‘one of the 
most important of the whole treatment.” 

* The origin of the shadow, I suspect, lies in the looseness of expression to 
be found in certain continental writers upon the significance of the application 
of modern statistical methods to economics. See especially the suggestive but 
extremely dangerous article by E. Altschul, “Konjunkturtheorie und Konjunk- 
turstatistik,” Archiv fiir Sozialwissenschaft, Vol. LV (1926), from which one 
would gain the impression that the so-called “Harvard methods” are actually 
based upon the formal technique of probability analysis—an achievement ap- 
parently greeted with hearty approval by Altschul himself. If there are others 
who cherish illusions as to the extent to which the Harvard methods make use 
of that technique, they should consult again W. M. Persons, in Persons, Foster, 
and Hettinger, The Problem of Business Forecasting (Boston and New York, 
1924), esp. pp. 8 ff. Altschul speaks repeatedly (e.g., pp. 63, 80n.) of the theory 
of correlation as being “built upon” the formal technique of probability analysis. 
The explanation would seem to be that Altschul has taken too seriously—or, per- 
haps, too literally—the discussions by such writers as A. A. Tschuprow (see, e.g., 
his Grundbegriffe und Grundprobleme der Korrelationstheorie [Berlin, 1925]) 
of the “stochastic basis” of the theory of correlation—“stochastics” being defined 
as “applied probability theory” (so Altschul, op. cit., p. 64n.). Professor Persons, 
it is true, can be quoted as saying that “the problem of correlation . . . . is one 
aspect of the general problem of probability” (Review of Economic Statistics, 
July, 1925, p. 186). Nevertheless, in the absence of any suggestion by Professor 
Persons, in this later article, that he has abandoned the perfectly clear position 
indicated in his earlier paper, we may be permitted to assume that he is here 
speaking with the looseness with which, according to his earlier paper, we always 
speak when we say that “the conclusions of the social scientist are expressed in 
terms of probabilities” (The Problem of Business Forecasting, p. 12); and that 
he would hold fast to the proposition that “the view that the mathematical 
theory of probability provides a method of statistical induction or aids in the 
specific problem of forecasting economic conditions . . . . is wholly untenable” 
(ibid., p. 8). 
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The fault would not be serious—indeed, it would hardly be 
describable as a fault—if it were not for the fact that Dr. Mor- 
genstern proceeds to draw from his admittedly demonstrated 
proposition as to the inapplicability of the technique of proba- 
bility analysis to the problem of economic forecasting, conclu- 
sions, both specific and general, which are not warranted simply 
upon the basis of that proposition itself. No one will quarrel, 
for example, with Dr. Morgenstern’s specific corollary,* from 
the criterion of necessary independence of the observed cases, to 
the effect that probability analysis, per se, cannot foretell the in- 
dividual event, but can only establish the probability that the 
chances of the individual event’s occurring are, say, one in four. 
It is certainly possible, on the other hand, to quarrel with his 
clear implication** that, because it is wrong to attempt to fore- 
cast the individual event by means of the technique of probabili- 
ty analysis, it is wrong, in principle, for economic forecasting in 
general to set itself the task of forecasting the individual event. 
It can hardly be granted that Dr. Morgenstern has proved more 
than that, if these attempts were based upon the use of the for- 
mal technique of probability analysis, they would rest upon an 
unsound foundation. 

In the same way, it may be said of Dr. Morgenstern’s impli- 
cations with regard to the general significance of his conclusion** 
that the whole of the formal technique of probability analysis 
should be allowed to pass once and for all beyond the pale of per- 
missible bases for forecast in economics, that they make the ca- 
lamity seem greater than it really is not only by greatly exag- 
gerating, consciously or unconsciously, the part which the use 
of these methods has played in economics itself, but by convey- 
ing the impression that the whole technique has a much higher 
standing, among the tools available to the general scientist, than 
is actually the case. For some forms of scientific forecast, it is 
true, it is virtually the only tool available; but it is wrong to 
give the impression that it is the only one which general science 
knows, or even the one it most commonly uses. In the attempt 
to forecast the number of suicides or accidents which are likely 


* See pp. 67 f. “ E.g., pp. 110, 116. *P. 73. 
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to occur over a given period, the technique of probability analy- 
sis is probably the best tool available; but neither suicides nor 
accidents represent the typical material with which science 
works. Dr. Morgenstern lists** weather forecast as an instance 
of scientific forecast co-ordinate with the two instances just cit- 
ed; but surely the actual work of the weather forecaster from 
day to day—it is to be observed, in passing, that here, as in eco- 
nomics, we are certainly dealing with forecast of the individual 
case—is not based primarily, if at all, upon the use of the formal 
technique of probability analysis. Weather forecasting from day 
to day is very definitely based primarily upon a theory of causa- 
tion and upon a system of “symptomatics”—both of which are 
not only not a necessary complement to analysis by means of 
the technique provided by probability theory, but, as Dr. Mor- 
genstern himself points out,’ are, in a very real sense, actually 
inconsistent with it! 

If it has been found necessary to protest against what may 
be regarded as an overrating by Dr. Morgenstern of the practi- 
cal importance, for the future of business forecasting, of any pu- 
tative claims which the formal technique of probability analysis 
might put forward as a basis for forecasting in economics, it 
would be bitterly unfair to our author to imply that he has 
failed to deal with those broader and much less formal bases for 
“induction” which are actually in use by business-forecasting 
agencies at the present time. Here, indeed, the horse which Dr. 
Morgenstern flogs is anything but a dead horse; and it is his ar- 
gument on this head—the argument is woven into the very tex- 
ture of the book itself, rather than developed at length at any 
one point—which gives the book its chief value on the purely 
critical side. Here is where it is possible for everyone anxious 
for the establishment of a basis for forecasting in economics 
with some claim to the designation “scientific” to utter a hearty 
“Amen” to Dr. Morgenstern’s strictures; the disagreement with 
him will come, once more, only upon the question whether our 
author, having shown the inadequacy of the way actually being 
followed, has shown also that we have reached a final impasse 


*P. r10. * Pp. 69, 70. 














MORGENSTERN ON ECONOMIC FORECASTING 319 


which gives us no alternative but retreat and an ultimate abject 
surrender. 

The whole drift of a great part of Dr. Morgenstern’s de- 
tailed argument—an attempt to summarize the details them- 
selves here would involve rehearsing a great deal of argument, 
extraneous to our present interest, through which the central 
conviction runs like a scarlet thread—centers around the propo- 
sition that economic statistics, from their very nature, provide 
an incomplete understanding of economic processes; that “pure- 
ly statistical” considerations can never satisfy as a means of ex- 
planation and so ultimately of forecast.** This has been argued 
by others, by intelligent statisticians** no less than by theorists; 
the novelty of Dr. Morgenstern’s contribution lies in the per- 
sistent, remorseless way in which this central point of view is 
applied to the successive problems in hand. The fresh and ex- 
tremely illuminating discussion of the real meaning of time- 
series, from the point of view of what Dr. Morgenstern chooses 
to call the “time-quality” of prices;*° the consistent attempt to 
provide an economic meaning to the results obtained by the use 
of modern statistical devices;™ the insistence upon a study of 
the mechanism” of economic processes which find merely their 
reflection and symbol in prices; the categorical refusal to regard 
as self-sufficient the method of historical analogy**—all this can- 
not fail to gladden the hearts of those who still believe that eco- 
nomic theory will remain a chief tool for an understanding of 
economic events. The practical bearing of all that Dr. Morgen- 
stern has to say on these points of detail—even if it is not always 
possible to agree in all particulars with some of his more positive 
contributions**—will be obvious to anyone who is frank enough 

*So, eg., pp. 64, 71. Cf. also pp. 10, ro9 (on the “incompleteness” of the 
data recorded in time-series). 

* Cf., e.g., Persons, of. cit., p. 5. * See esp. pp. 57 ff; also p. 78. 

™ See, e.g., pp. 10 f., 47, 51 f., 56 £., 58 ff., 74 ff., 85 ff. 

* Cf.eg., pp. 12, 25 ff., 28, 58. 

* See, e.g., p. 90 and also, in this connection, the extremely stimulating dis- 
cussion of the proper treatment of lags (pp. 74 ff.). 


™ Such as, for example, the suggestive differentiation (pp. 10 f., 47, 58, 75 f.) 
of trend, seasonal, and “cyclical” factors, on the basis of their relative dependence 
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to recognize that much, if not all, of business forecasting, at 
least in so far as it lays claim to the possession of a formal tech- 
nique, has not yet passed beyond the infantile outlook which 
cherishes hopes that by some dark processes it may be possible 
to discover devices that will dispense with everything except the 
collection of statistics and the application of statistical formulas. 

We have still to consider, however, the precise significance 
of these strictures for Dr. Morgenstern’s centra! thesis. It is to 
be remembered that our author holds, not that some forms of 
forecasting are inadequate, but that all forms are, in principle, 
doomed to failure. Yet it is hard to see how all these considera- 
tions can be made to constitute anything more than an argu- 
ment as to the inadequacy of the “statistical approach,” taken 
by itself alone. If the nature of economic statistics is such that 
they cannot, taken alone, provide a basis for “statistical induc- 
tion” which shall serve as a basis for forecast, we have still to 
ask whether it may not be possible to devise methods, of a type 
entirely different from those in common use today, which will 
provide an adequate basis. One might indicate again the precise 
limitations of the whole of Dr. Morgenstern’s argument on this 
head by repeating the proposition that an attack designed to 
prove the inadequacy of “statistical induction” as a basis of fore- 
cast—an attack the details of which are directed, in the one case, 
against a method never seriously applied by business forecast- 
ers, and, in the other, against current methods the precise nature 
of whose present inadequacies have been recognized by the more 
thoughtful defenders of the possibilities of business forecasting” 


upon non-economic causes, and their relative tendencies to persist (Beharrlich- 
keit). One might agree with the broad differentiations which Dr. Morgenstern 
makes, and yet not be inclined to go all the way with him in his treatment of 
some of the details of this differentiation. One would hesitate to agree, for ex- 
ample, with the statement that changes in the record of seasonal variation are 
unlikely to result from causes other than such things as amplification of the sta- 
tistical material (p. 11 n.). One thinks of such things as the modification of the 
seasonal movement in money rates as a result of the establishment of the Fed- 
eral Reserve System. But such differences of opinion concern matters of minor 
detail, representing, in most cases, differences in emphasis rather than in prin- 
ciple. 

* Cf., e.g., Edmund E. Day, “The Réle of Statistics in Business Forecasting,” 
Journal of the American Statistical Association, Vol. XXIII (March, 1928). 
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—does not prove that the road to further progress in economic 
forecasting is forever barred to those who will seek other paths. 
If there is a permanent bar to such progress, it must be held to 
lie in the nature of economic processes themselves. Such, indeed, 
seems to be Dr. Morgenstern’s position, to an examination of 
which, from this new angle, we now turn. 

Again it will help to clarify the issues involved if, against 
subproposition B, as stated above, we set up the following coun- 
terproposition (B’): 

B’. No greater assumption of regularity in economic proc- 
esses is necessary for forecast than is necessary for scientific ex- 
planation of economic events. Moreover, there is no inherent 
reason why, if the concept of “law” be employed in the sense of 
a “rule of adequate causation,” rather than in some sense imply- 
ing conformity to a formal external pattern, the “laws” which 
are to serve as a basis for forecast need forever be so “inexact” 
and loose as to be useless for that purpose. 

It is characteristic of this excellent book that its author gives 
his opponents few chances to charge him with having failed alto- 
gether to include, in his more or less schematic presentation of 
possibilities, the particular concept or device which will present 
itself to those opponents as the way of ultimate salvation. The 
differences, therefore, between him and his critics will turn upon 
differences in the weighting to be assigned to one or the other of 
these possibilities. In the present instance, our author, though 
he wisely avoids any far-flung excursion into the field of discus- 
sions as to the precise nature of “economic laws,” is careful to 
distinguish* between at least two types of “law”: the term 
“law,” in the one instance, being equivalent to the notion of a 
“rule of adequate causation,” and, in the other, to a tendency to 
“continuous” repetition.” Closely allied to the latter, again, is 
our author’s use of the term “law” in the sense of a tendency of 
observed data to conform to a pattern measurable, and ultimate- 
ly predictable, by a mathematical formula.” It is Dr. Morgen- 

* Pp. 42 ff. 

*On the meaning to be assigned to the adjective “continuous” see esp. 
pp. 48 ff. 


* For instances of this usage see pp. 14, 52, 55, 84, 107. In the general argu- 
ment the word “law” is often used without further definition, only the context 
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stern’s opinion—and surely most economists, if we except the 
small group of patient searchers after “hidden periodicities” 
and other evidence of a “normal” cycle, will agree with him— 
that the evidence has not yet disclosed, and, from the very na- 
ture of economic processes, cannot be expected to disclose regu- 
larities of the kind suggested by the latter two notions of law; 
that, moreover, economic processes being what they are, the dis- 
covery of such regularities by purely empirical*® means would 
carry with it no assurance of the indefinite continuance of these 
regularities, and so would represent no reliable basis for fore- 
cast.” 

To all of this, it may be repeated, most economists would 
again utter a hearty “Amen”; and yet there are still some who 
would insist that to confine one’s attention to regularities and 
laws only of this formal sort is not to do justice to that concept of 
law which is really at the basis of most attempts at scientific ex- 
planation: the concept of law, that is to say, which is repre- 
sented, in Dr. Morgenstern’s phrase, by the notion of a “rule of 
adequate causation.” There is no indication that our author 
would deny™ the possibility of explaining, from a reasonably 
modern and sophisticated view as to the nature of causation, the 
movements in recorded statistical data; indeed, to do so would 


showing which of the three senses is meant. Contrast, e.g., the usage on p. 55 
(in the third sense), or p. 114 (in the second sense), with the usage (in the first 
sense) in sec. 36 (esp. p. 50). 

*It may be pointed out that Dr. Morgenstern does not bother to protect 
himself against the familiar charges of those who might attack his pessimism as 
to the strength of “merely empirical” laws, or, as he sometimes calls them (e.g., 
pp. 82, 111), “laws of experience,” on the alleged ground that all scientific laws 
are empirical laws, in the sense that they all appeal to the facts of the world of 
experience. Such a criticism would, in the present case, involve merely a ques- 
tion of terminology. Granting that all laws are “empirical laws” in the sense in- 
dicated, the question becomes one of subdividing such laws into two or three 
categories similar to those indicated by Dr. Morgenstern, and of determining the 
degree of permanent validity attaching to each type. The question whether the 
specific type of “law” which Dr. Morgenstern distinguishes as a “rule of ade- 
quate causation” should be called an “empirical law” is essentially a terminologi- 
cal one. 

* Cf., e.g., pp. 47, 50f., 54, 57, 77 f., 70, 82, 111. 

™ Quite the contrary; cf., e.g., p. 112 n. 





MORGENSTERN ON ECONOMIC FORECASTING 323 


amount virtually to denying the possibility of scientific explana- 
tion in economics at all. For explanation of past events, of the 
kind indicated, the assumption of some kind of order—of a “ra- 
tional filiation in the succession of events,” as Comte™ put it— 
is of course necessary; but the order which is assumed is one 
represented by the thesis that a given group of factors in a given 
combination will tend to produce a given result. Support of the 
proposition that further progress in economic forecasting is not 
forever barred demands no greater assumption as to the exist- 
ence of “order,” or “tendencies,” or “laws,”’ than this. 

Indeed—it is a paradox which runs through the whole of 
Dr. Morgenstern’s book—the ways to such further progress 
have, in fact, been suggested by our author himself, though in 
some instances with a reserve which may be attributed in part 
to the modesty of his whole performance, and in part to the pes- 
simistic devil within him who will not down, and who finally reg- 
isters a formal triumph at the end of his book. Consider, for ex- 
ample, the plea, already referred to, for a closer study of the 
mechanism by which the results that are registered in economic 
statistics are brought about. An objective description of a se- 
quence in events—which is what a description of mechanism 
essentially reduces to—is of course not in itself a theory of cau- 
sation; but it provides at once a check on other theories of cau- 
sation, in the sense that it challenges the very possibility of oc- 
currence of some of them, and, at the same time, by the fact 
that it brings into juxtaposition two or more events which had 
heretofore seemed unrelated, provides a clue to other possi- 
ble theories of causation. Consider, also, the recognition™* by 
Dr. Morgenstern—although his treatment of this particular ap- 
proach will strike some of his readers as neither as complete” nor 

™ See Cairnes, “M. Comte and Political Economy,” Essays in Political Econ- 
omy, P. 302. 

* See the references given above in n. 22. 

“Cf. pp. 18 ff. The idea recurs elsewhere, without formal use of the ex- 
pression “potential factors”; see, e.g., p. 60 and esp. p. 61. 

™ The direct use of the concept by Dr. Morgenstern really represents, as he 


himself suggests (p. 19), merely a kind of application of the law of definite pro- 
portions, in the special sense that these factors “must” be present, in given pro- 
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quite as sympathetic” as its importance in their eyes would war- 
rant—of the possibility of listing a set of “potential factors,” 
the combination of which will give different results according to 
the differing quantitative importance of the several factors in a 
given combination. Consider, finally, his recognition of the need 
for the development of “cycle theory”—a need which, as he 
never tires of emphasizing, implies a prior need for the develop- 


portions, in order to produce a cycle. But of course the idea should be extended 
far beyond so simple a notion—far enough, in fact, to include the explanation of 
the effects following from the action of those factors which have been dubbed, 
with increasingly less justification after the work of Professor Wesley Mitchell 
in destroying the idea of a “normal” cycle, “erratic” or “irregular” factors, in 
contrast to “cyclical” (so Dr. Morgenstern, persistently; cf., e.g., pp. 13, 15, 23, 
76, 96n.). Our author even goes so far as to define “erratic” fluctuations as 
those “for which a cause cannot be given” (p. 58; cf. also p. 102, for a similar 
contrast between the “erratic” and that which is “comprehensible” [verstand- 
lich]). There are other indications of an apparent failure, on the part of Dr. 
Morgenstern, to recognize the bearings of the concept of “potential factors” upon 
the problem of explaining the so-called “erratic” in economic phenomena. Cf., 
for example, the proposition (p. 41) to the effect that whereas forecast is possible 
only upon the assumption of “a certain order and conformity to law [Gesets- 
massigkeit],” erratic fluctuations are “the negation of order,” so that (p. 13), 
upon the assumption that there are in economic life only “irregular” fluctuations 
and “erratic movements,” “every theory of forecast collapses hopelessly” and 
leaves the field to the view that “complete anarchy” prevails in industrial fluctua- 
tions. For the special difficulties which our author sees for the explanation of the 
“erratic,” when the latter is identified with the effects of non-economic factors 
(e.g., p. 90), see the argument on p. 334 of this review and n. 57. 

* Cf., e.g., the arguments on p. 116: “The combination of factors which are 
recognized as being involved in the situation is always a new one, and never 
repeats itself”; and, again: “The number of the factors is too great for all possi- 
ble combinations to be exhausted,” as is evidenced by “the theory of permuta- 
tions.” To these suggestions the answer is twofold: (1) The attempt at expla- 
nation and forecast in the physical sciences is based upon the assumption that, 
while every situation does represent a new combination of factors, the action of 
the factors in their new combination may be forecasted with a considerable de- 
gree of success from their action in a previous combination, providing that the pre- 
vious action has made it possible to build up a workable “rule of adequate causa- 
tion.” (2) Research in the physical sciences does not prepare itself to solve future 
problems by imagining in detail all the possible situations which may arise. It 
attempts, by the construction of a system of “rules of adequate causation,” to 
provide an analytical technique which will be able to solve these problems as 
they arise. Fortunately for the world, science has not yet degenerated into a 
memory exercise, by means of which the practical worker may recall the partic- 
ular formula which might be expected to fit a particular case. 
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ment of general economic theory*’—in the entirely new direc- 
tions which are called for by the revolutionary work which has 
been done in the field beginning, say, with the publication of 
Professor Wesley Mitchell’s first Business Cycles. 

All this is of course simply to reiterate the conviction of 
those who, so far from admitting that “economic theory” is 
either merely a scholastic relic from an era of misguided effort 
or a finished volume of authoritative doctrine, would insist that 
the field of economic theory still offers new worlds for conquest 
by another and fresher generation of workers. The point for the 
present argument, however, lies in the suggestion that the prog- 
ress of scientific explanation in economics, which will be repre- 
sented by the further development of economic theory, will 
necessarily be identical with progress in economic forecasting, 
progress in the latter field involving no greater assumption of 
law or regularity than it does in the former. Whether the task 
of explanation would not be better accomplished if there were 
no thought of the use of its results in forecasting is a question of 
private judgment, which will concern us when we have finally 
disposed of the central question as to the possibility of economic 
forecasting. For the present, it should suffice to repeat the prop- 
osition that to insist, even by implication, that forecasting in 
economics is “in principle impossible,” upon the ground that eco- 
nomic processes do not evidence that minimum of regularity 
which will provide a sufficient basis for economic forecasting, is 
simultaneously to deny the possibility of explanation in eco- 
nomics, and to bar the road to the further development of eco- 
nomic theory which the attempt at such explanation must in- 
volve. 

It is to what we have distinguished as the third of our au- 
thor’s chief subpropositions that Dr. Morgenstern obviously™ 
attaches the greatest importance of all, and rightly so; for if his 

* Cf. the quotation from Béhm-Bawerk in this connection, on p. 1, and see 
also pp. 4, 12, 75. On the particular desirability of a further development of the 
theory of pricing in terms which might be described as “dynamic” see pp. 12, 
32, 43 n., 61. 


See p. 92: “We are here concerned with one of the ... . most central 
problems that the theory of forecast can present.” 
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argument on this head be sound, everything that we may have 
shown thus far with regard to the possibilities of forecast in eco- 
nomics becomes irrelevant. Our criticisms of Dr. Morgenstern 
up to this point have simply attempted to show that the state- 
ment that forecasting in economics is “in principle” impossible 
should be restated to read that some bases of forecasting are un- 
satisfactory, and therefore doomed to failure. If, however, what 
we have designated as proposition C be true, then all these grada- 
tions of merit are of no practical significance whatever; all 
forms and all bases of economic forecasting are to be rejected as 
equally devoid of scientific or practical utility. 

To this third proposition, which alleges® that the attempt to 
forecast in economics carries within itself the seed of its own de- 
struction, because of the fact that the forecast itself inevitably 
sets up reactions which necessarily make the original forecast 
false, we may set up the following counterproposition (C’): 

C’. The distinction between the social sciences, on the one 
hand, and all other sciences, on the other, upon the basis of the 
alleged fact that only in the social sciences can the forecast itself 
affect the subsequent event, is too sharply drawn, unless the term 
“social sciences” be extended to include all studies of those fac- 
tors in human environment capable of modification at the hands 
of man. In any event, it is not clear that forecasting in these sci- 
ences is bound to prove a failure, for the reasons that (1) fore- 
casting has in fact been made possible in these sciences, by the 
device of including the possible reactions of man to the forecast 
itself as one of the “potential factors” affecting the final result; 
and that (2) it is by no means certain that the nature and extent 
of the reaction set up by the forecast itself will necessarily be 
such as to falsify the original forecast. 

Our central problem is, of course, that of the possibility of 
forecast in economics, not in science generally. In the present 
instance, however, since Dr. Morgenstern may be said to be 
forced, in the last analysis, to rest his whole argument as to the 


* See esp. sec. 42 (pp. 92-106). There are indirect references to the propo- 
sition at many other points in the argument (see, e.g., pp. 8, 28, 112 f.), and it is 
itself applied to other specific problems, such as, e.g., the homogeneity of eco- 
nomic data (p. 71 f.), and the constancy of lags (p. 83). 
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impossibility “in principle” of forecast in economics upon the 
consequences of one of these alleged differences, it might be 
well, without going into detail or multiplying instances, to ques- 
tion the rigidity with which our author draws a distinction® in 
this particular matter between the social sciences and “all oth- 
ers.” Fortunately for our purposes, Dr. Morgenstern himself 
provides a test case when he adduces* the science of medicine as 
one in which forecast is practiced, apparently with profitable re- 
sults. Physicians forecast the decomposition of tissues, let us 
say, under the influence of certain degenerative diseases; but, 
fortunately for humanity, the forecast may be made “false”— 
in Dr. Morgenstern’s sense of the term—by the fact that, aware 
of this tendency to decomposition, man may choose to submit to 
treatment which may set up a certain corrective reaction. The 
possible “modification” of the original forecast as a result of the 
forecast itseli—we are accepting, for the moment, Dr. Morgen- 
stern’s implication as to the rigidity of the form which the origi- 
nal forecast must take—is a contingency which, it may be re- 
peated, is to be faced not only in economics, but in any science 
dealing with man or his material environment, where that en- 
vironment is capable of modification by man. 

Recognition of the vastness of the area over which one may 
witness the operation of this peculiar—and, to Dr. Morgenstern, 
crucial—difficulty, resulting from the causal influence of the 
forecast itself, will naturally breed curiosity as to the way in 
which the difficulty has been met in these other sciences. Ob- 
viously, we have in this factor of possible “anticipations,” as 
Dr. Morgenstern calls them, simply one more “potential factor” 
operating upon the situation immediately following upon the 
forecast. If it were indeed true, as our author implies* at this 
stage of his argument, that the forecasting agency finds itself 

“ Cf., eg., pp. 5 ff., 30. An exception is of course made as to the effect of 
economic forecasts the terms of which are “kept secret” (pp. 103, 105). 

“Eg., p. 5. It may well be that Dr. Morgenstern thinks of forecasting in 
medicine as being concerned primarily with vital statistics, and their possible 
treatment by the tools of probability analysis. Yet that fact would not weaken 
the force of our illustration. 


“Eg., p. 95. But see infra, pp. 331 f., of this review. 
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confronted by the necessity for making a forecast which should 
exclude the listing of the possible alternatives which may be ex- 
pected to follow according to the way in which men may prove 
to react, Dr. Morgenstern’s expectation that the forecast would 
be proved false might be confirmed, though, as I shall attempt 
to show presently, still not with the unfailing certainty that he 
implies. There is in fact, however, no reason to confine the fore- 
casting agency within any such strait-jacket. To the ready ob- 
jection that a forecast which envisages many alternative possi- 
bilities forecasts nothing, the answer to be made is that the 
course of subsequent events will itself limit the number of these 
possibilities and still leave room for forecast; and that it will be 
the task of the forecasting agency to issue a second forecast— 
not, as Dr. Morgenstern persistently assumes,** by way of cor- 
rection of the first forecast, but by way of supplement to it—in 
the sense that the forecasting agency, upon the basis of as many 
symptoms“ as it can survey, becomes increasingly able to estab- 
lish the fact that men have begun to commit themselves defi- 
nitely to a course of action which may be expected to continue 
for some time to come. 

The possibility just outlined—that the conceivable effects of 
the forecast upon economic activity may be included among the 
potential factors affecting the final result, and so may be incor- 
porated into the details of a correctly phrased initial forecast— 
represents the most inclusive answer to Dr. Morgenstern’s cate- 
gorical proposition that the forecast itself, by introducing a “new 
datum” into the ensuing situation, necessarily makes the initial 
forecast false. For it would take care even of those cases in 
which it is to be expected that the anticipations of enterprisers 
would result in action directly contrary to that which might 

“ Cf., e.g., pp. 96 f.; and see the ironical remarks on pp. 98, 110, concerning 
“prophecy with privilege of recantation” (Prophetie auf Wiederruf). 

“Tt must be obvious that this use of a set of “symptomatics,” in the sense 
of a possibie use of a group of sensitive variables as indicators of the inaugura- 
tion of certain processes the action of which is to be interpreted only in the light 
of a carefully developed theory of causation which would allow for all reason- 
able contingencies, has nothing in common with the type of blind reliance upon 
a “constancy” of the “symptoms,” which Dr. Morgenstern repeatedly, and right- 
ly, rejects (cf., e.g., pp. 25, 71, 87 ff.). 











MORGENSTERN ON ECONOMIC FORECASTING 329 


have been undertaken in the absence of such anticipations. Yet 
it would be well to point out also that this whole difficulty of the 
effect of anticipations which looms so large in Dr. Morgenstern’s 
vision becomes, when the realities of the situation are viewed at 
closer range, still less acute; for it is possible to ask whether the 
anticipatory actions of enterprisers need necessarily be of this 
disruptive sort. 

It is to be noted, for example—and the illustration given by 
Dr. Morgenstern himself** of a forecast of rising prices illus- 
trates the point admirably—that, in many cases, all that results 
from these anticipations by enterprisers possessing the new da- 
tum—assuming that such anticipations are really inevitable—is 
an intensification, instead of a contradiction, of the action that 
would have been inaugurated in any case. Dr. Morgenstern, 
after having himself indicated this possibility, attempts to show 
that the very admission of the likelihood of such intensifica- 
tion is ipso facto admission of the inevitable falsity of the 
original forecast, because it amounts to saying that “the real 
change is under all circumstances much greater than the fore- 
casted change.’** Yet the forecasting agency is not necessarily 
obligated to say by precisely how much prices may be expected 
to rise; and so long as it refrained from doing so, it would be 
making a forecast which, despite the anticipations (in a sense, 
indeed, because of them), would be both true and useful.** 

Moreover, even if we grant, as under the strictest assump- 
tions presented by our author we must, that the forecast is un- 
questionably a new datum for the enterpriser, there is no reason 
to assume that the new datum must so outweigh all the other 
data at the disposal of the enterpriser as necessarily to cause 
him to abandon the course which he had decided upon on the 


“Pp. 04 f. 

“ P. 95; cf. also p. 118. 

“ At only one point (p. 96) does our author seem to deny that forecasts 
couched in general terms are useful. He does say elsewhere (p. 37) that of course 
“the goal of forecast is in the direction of the greatest possible specification” of 
the details of future events; but he is careful to point out immediately (p. 38) 
that a “general” forecast may be more valuable—may be more nearly “optimal,” 
as he would put it—than a narrowly specified one. 
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basis of such “points of orientation’’** as he could command be- 
fore he was in possession of the new datum. The “total fore- 
cast’’** might simply confirm the enterpriser in the decision he 
had made on the basis of an “individual forecast,” just as an ex- 
perienced, though non-technical, observer of weather conditions 
may find his conviction that the weather is likely to be fair con- 
firmed by the official weather forecast. In such cases, it is diffi- 
cult to see why we are forced to believe that the very fact of 
forecast must, through its putative effect upon the subsequent 
actions of enterprisers, make that forecast false. 

It must be pointed out, finally, that it is, after all, only upon 
the “strictest assumptions” that we are compelled to accept even 
the thesis that economic forecasting necessarily introduces a 
new datum for the business world—‘“datum” being used in the 
sense of something which individual enterprisers may be ex- 
pected to take into account in determining their “points of ori- 
entation.” In the light of the actual facts with regard to the 
probability of acceptance, by the business world, of a single 
“authoritative” forecast, or indeed, of any published forecast, 
Dr. Morgenstern could hardly fail to be perfectly well aware of 
this; and he is in fact extremely careful to present” a schematic 
list of the possibilities with regard to the generality with which 
a given forecast may be accepted. He argues,” however, that if 
the forecast is accepted only by a section of the business world, 
or if, as at present, we have a situation in which there are sev- 
eral competing forecasts, each with its group of supporters, fore- 
casts have still less likelihood of becoming true than if there 
were a single, authoritative forecast. For to the previous diffi- 

“For the meaning of the concept, and instances of its application, cf. pp. 
26 ff., 92 ff. The proposition in the text above would be true, even if we recognized, 
with Dr. Morgenstern (see, e.g., pp. 2}, 102), that our “points of orientation” 
may be “unstabilized” from the simple fact that others change their plans. For 
it is still possible to assume that others will not necessarily change their plans— 
which is all that is necessary for the present argument. 

“This notion, together with that indicated by the expression “individual 
forecast,” is introduced early in the book (e.g., p. 7), but the terms are not for- 
mally defined until pp. 30 ff.; see esp. pp. 33, 35. 


” Pp. 93 ff. 
= Cf. pp. 97, 90, and esp. pp. 100 ff. 
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culties, which resulted from the fact that the forecast itself may 
have provided a new datum which changed the plans of enter- 
prisers, we now have the difficulty of determining not only how 
many new data—in other words, how many forecasts—there 
are current, but also what proportion of enterprisers are likely 
to follow what forecasts, and what proportion will follow none 
of the forecasts at all. 

It will be observed that the very fact that Dr. Morgenstern 
raises this type of difficulty indicates a subtle shift of front on 
his part with respect to the inevitably disruptive effects of “an- 
ticipations”; for it must be clear, on reflection, that the difficul- 
ty he now raises has significance only for the problem of includ- 
ing the possible effects of the forecast in the terms of the fore- 
cast itself, a saving possibility which he had heretofore virtually 
ignored. There is no reason, however, why we should not meet 
him on his new ground, especially since it happens to be the one 
we have ourselves chosen. From this standpoint it may be said 
that the specific difficulty which our author now raises is a facti- 
tious one, in that it arises only upon the assumption of a pro- 
cedure by the forecasting agency which will not, in actual prac- 
tice, be found necessary. There is no reason why, even assum- 
ing diversity in forecasts and in the number of adherents to 
each, such an agency should give its attempt to gauge the future 
course of economic events the form of a literal enumeration of 
the number of forecasts and an effort at precise measurement of 
the quantitative importance of the following of each among 
business men. The fundamental fact—fortunately both for sci- 
ence and for the struggle of everyday life—is that over a wide 
range of human activity the alternatives for human action are 
in fact, whatever they may be in theory, comparatively few in 
number. The actual possibilities of a given business situation 
are limited; the number of possible reactions is likewise lim- 
ited.** All these possibilities of human action may be assumed 

“ This is of course the answer to Dr. Morgenstern’s very amusing analogy 
of a guessing contest between Sherlock Holmes and Moriarty (p. 98 f.). Holmes, 
in pursuit of Moriarty, bases his own action upon a forecast of the way in which 


Moriarty will forecast his (Holmes’s) action: and Dr. Morgenstern asks us to 
imagine the complications in the event that Moriarty had gone one step farther, 
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to have been latent before the advent of the economic forecast; 
there is no reason to believe that the advent of the forecast itself 
made the situation worse. The forecast, if properly conceived, 
should have envisaged all of these possibilities, and, if properly 
stated, should have taken account of them, with the intention of 
following up the first clues presenting themselves as to which of 
the possibilities are in fact being realized. The threat of a ne- 
cessity for counting forecasts, and then seriously attempting to 
count the noses of the supporters of each, supposes a naiveté of 
procedure which is hardly likely to be found anywhere in prac- 
tice. One feels that Dr. Morgenstern has here given us what, 
despite his declared intention,” can be described only as a satire. 


II 


All the considerations thus far adduced combine to show 
that it is not possible to provide unequivocal proof for Dr. Mor- 
genstern’s proposition that forecasting in economics is, as a mat- 
ter of principle, impossible. It is at this point, however, that we 
encounter the second of our main propositions, viz., that even if 
such a thing as a “positive theory of forecasting in economics” 
were attainable, it would not be adequate for the task which eco- 
nomic forecasters have in practice set themselves, for the reason 
that the data with which they have to deal are the resultant of 
other forces than merely economic ones. 

It is difficult to gauge the real importance of this second ob- 
jection in Dr. Morgenstern’s own mind; in any case, it is hard 
to believe that he would be prepared to follow to their extremity 


and forecasted the way in which Holmes had reasoned, and so on ad infinitum. 
Aside from the fact that the actions of business men are predictable with con- 
siderably greater ease than those of a detective and his quarry engaged in a 
battle of wits, it may be pointed out that, even in the case cited, the possibilities 
of Moriarty’s actions were extremely limited. He might have left from Victoria 
Station, or from the halfway station. What was there to prevent Holmes from 
dispatching one agent to meet Moriarty at the halfway station, and to leave 
another at Victoria Station, to take care of all contingencies? And what is to pre- 
vent a business man from weighing the possible contingencies, and being pre- 
pared for action along more than one line? Or the forecasting agency from sur- 
veying these possible lines of action and being prepared to note the definitive 
adoption of one of them by these same business men? 


* P. ror. 
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the consequences, for further research in economics, that a literal 
acceptance of this dictum must entail. For it may be pointed out 
once more, that the objection is just as valid against all attempts 
at explanation in economics as it is against all attempts at fore- 
casting. As to the objection itself: Of course all the social sci- 
ences are one; so is all human knowledge. Yet when it is a ques- 
tion of drawing up actual programs for scientific research, surely 
Dr. Morgenstern is not seriously proposing that we revert to the 
view of the Greeks, who took the proposition as to the unity of 
all knowledge so seriously as to combine it under one name, 
“philosophy,” and to treat it as a single unified discipline. The 
reason for the change, as everyone™ recognizes (it is difficult to 
avoid repeating here the most obvious of platitudes), has been 
that our practical choice lies between accurate knowledge of a 
few detailed, specialized fields, or even of a single specialized 
field, and superficial knowledge of many. He is the wise scholar 
who will not condemn himself to insulation from influences in 
fields other than his own, but at the same time will refuse to re- 
nounce his privilege of attempting to master his own field as 
well as a short lifetime will permit. 

For practical purposes, Dr. Morgenstern’s inhibitions aris- 
ing from his contemplation of the ramifications of the various 
branches of human knowledge, considered as a bar to further 
progress in economic forecasting, seem to derive from two lead- 
ing considerations. The first®® is that sociology—it would have 
to be defined in a sense very close to the “philosophy” of the 
Greeks if it were to do justice to all the difficulties involved—is 
not yet sufficiently advanced, as a discipline, to be of practical 
utility to the business forecaster. To this, again, the answer is 
twofold. In the first place, the unsatisfactory condition of what 
must remain, under any definition, essentially a synthesizing 
discipline is no necessary criterion for the state of our knowledge 
within the several fields whose contents are being synthesized. 
In the second place, the incompleteness of knowledge is no argu- 
ment for the denial of the possibility of the attainment of further 


“ Including, apparently, Dr. Morgenstern himself. See, at any rate, p. 113 n 
™ See p. 115. 
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knowledge. At most, it would be an argument for humility in the 
stating of our present conclusions, and a willingness to modify 
them upon the appearance of new evidence. 

Dr. Morgenstern’s other proposition as to the futility of at- 
tempting to forecast economic events because of the complica- 
tions introduced by forces whose detailed study belongs outside 
the province of economics proper would seem to be, in one sense 
at least, in direct contradiction to his first proposition. Having 
argued that economics itself is not sufficient for the solution of 
the problem, he would seem actually to forbid economists the use 
of the results obtained in other fields, on the grounds that “for 
an economic forecast, only economic theory and the data as re- 
fined by the methods of economic statistics may be used.””* This 
is scientific parochialism, with a vengeance! Of course nobody 
seriously suggests that economists should themselves undertake 
the forecast of, let us say, movements in natural phenomena, 
such as rainfall and climatic conditions generally; but why 
should not an economist, interested, for example, in the fore- 
cast of cotton prices, combine with his own first-hand knowledge 
of how a man is likely to economize on the basis of a given ma- 
terial situation, the knowledge he is likely to obtain from the 
first-hand work of meteorologists and agronomists, as to what 
that material situation is likely to be in fact?*’ Again, therefore, 
it may be held that Dr. Morgenstern’s argument, properly inter- 
preted, is an argument for the careful use of our tools in the 
practice of forecasting, not for the abandonment of the task it- 
self, as being “in principle” impossible. 


III 

We come now to a consideration of the practical questions of 
immediate policy which Dr. Morgenstern raises at the very end 
of his book: Can the attempt to forecast economic events serve 
any useful purpose? Is Dr. Morgenstern right in urging, with- 

=P. rz3. 

™ This is of course the answer to the problem as to how the economist is to 
deal with “erratic” fluctuations, when these are defined as involving “meta-eco- 
nomic processes” (p. 90). Contrast Dr. Morgenstern’s treatment of the problem 
(p. 41 and esp. p. 114). 
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out qualification, that all scientific approval be withdrawn from 
the present attempts to develop a technique of forecast? 

' That the attempt to forecast economic events is “without 
purpose” would follow naturally, and does follow, in our au- 
thor’s treatment, from an alleged proof that such attempts are 
bound to lead to failure. It is a tribute to Dr. Morgenstern’s 
fairness, however, that he does more to support his counsel as to 
abandonment of all attempts at forecast than to draw this simple 
conclusion. He approaches® the problem rather from the con- 
crete standpoint of the possible use of forecasting as an instru- 
ment for the social control of industry—especially from the 
standpoint of the possibilities of “stabilization’”-—and comes to 
the conclusion” that forecast, in the sense of a formally pub- 
lished forecast enjoying fairly wide acceptance, so far from as- 
sisting efforts toward stabilization may well endanger those ef- 
forts, by threatening the “rationality”®° of the economic process 
through its shifting of the enterprisers’ “points of orientation.” 
Obviously, this conclusion will command acceptance or not, ac- 
cording as our author’s analysis as to the necessarily disruptive 
nature of the relationships between forecasts and “anticipa- 
tions” is regarded as sound or not. It is hardly necessary to go 
over this ground again. It is most certainly necessary, on the 
other hand, to challenge the fundamental proposition which ob- 
viously suggested the problem of stabilization as a test case for 
the usefulness of attempts at forecast, and which underlies the 


* Pp. 118 ff. 

” This conclusion is hinted at various points in the argument (eg., p. 30), 
and is explicitly stated elsewhere (pp. 92, 106, and esp. p. 119). It may be point- 
ed out, in passing, that if the mere publication of a new datum thus threatens 
the stability of the economic structure, it is difficult to see why the publication 
of more information of the kind approved by Dr. Morgenstern partly in the in- 
terests of stabilization (p. 123) would not be just as likely to cause a “shift in the 
points of orientation” and so (by Dr. Morgenstern’s own argument) a tendency 
toward instability ! 

“A state of “rationality,” as the term is used by Dr. Morgenstern, is ob- 
viously to be understood in the sense of one in which the means used are found 
to be perfectly adapted to the accomplishment of the end. So, e.g., pp. 8 ff., 26 ff., 
30. There are scattered instances of other usages (e.g., p. 42) but this is obvi- 
ously the chief one. 
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whole of Dr. Morgenstern’s position as to the purposelessness 
of such attempts; the proposition that forecast itself can have 
significance only for economic policy,” and not for the develop- 
ment of economic science as such. 

What Dr. Morgenstern would seem to fail to recognize is 
the value which the persistent attempt to forecast has for the fu- 
ture development of economic theory. One would imagine, from 
reading certain of his pages,®* that a failure in forecasting is to 
be regarded as an unmitigated calamity. As a matter of fact, 
such failures, like failure in attempts at “verification” of eco- 
nomic theories, should be greeted with the greatest enthusiasm, 
since the chances are that the failure was due to inadequate at- 
tention to some “potential factor” which may turn out, in some 
instances, to be the point about which everything revolves.” 
The danger that confronts every discipline, such as economics, 
which is, for practical purposes, deprived of the opportunity of 
experiment, is the danger of complacency with the results ob- 
tained by theoretical analysis. Attempts at “verification” of 
theories on the basis of concrete historical episodes, if they are 
pursued constructively—that is to say, in the frank hope of find- 
ing that the theory does not “work,” with the intention, at the 
same time, of amplifying it and restating it subsequently in such 
wise that it will work—have their value, as thorns in the side of 
this complacency. In verification on the basis of recorded data 
of the past, however, the danger is always that, even with the 
firmest intention on the part of the investigator to avoid bias, 
the investigation may suffer from a tendency toward the selec- 
tion of facts, such as will give support to a concealed bias. Noth- 
ing is easier than to give lip service to certain theoretic possi- 
bilities, and then, in actual controversy, to forget that these 
possibilities exist. The test of successful forecast, as applied to 
economic theory, is a bitter one—if not carefully handled, in 
some respects an unfair one—but it does have the inestimable ad- 


* See p. 118. * Cf., e.g., pp. 95, 107. 

“ As Dr. Morgenstern himself seems on occasion to recognize (cf., e.g., pp. 
82, 108); and yet this recognition does not change his conviction that no possible 
good can come from the attempt to forecast ! 
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vantage of putting theory on its mettle; of pointing out new vari- 
ables, and new possibilities of mechanism which, except for the 
spur which a failure in forecast provided, might never have been 
discovered or properly estimated. From the standpoint of this 
testing function of attempts at forecast, Dr. Morgenstern’s stric- 
tures as to the usefulness of unpublished forecasts” and his dis- 
cussion of the possible effect of published forecasts upon the 
task of stabilization are seen to be, if not unfounded, at least ir- 
relevant. So far as the special problem of stabilization is con- 
cerned, it may be said that forecast will aid stabilization by aid- 
ing in the acquisition of that knowledge of economic processes 
which should be at the basis of all attempts at stabilization; the 
real gain, however, which it is to be hoped will come from the 
attempt at forecast, will be the additions accruing to that body 
of analytical technique which constitutes the heart of our sci- 
ence. 

This is not to say, by any means, that the present organiza- 
tion of research into the possibilities of business forecasting 
merits the unqualified approval and good wishes of those whose 
major interest lies in the further progress of economic science, 
Opinions on this head, as Dr. Morgenstern suggests,*° are bound 
to differ. With all hesitancy, I should make these two sugges- 
tions: 

1. It is time seriously to consider the possibility of a perma- 
nent dissolution of that marriage of convenience between scien- 
tific investigation into the possibility of forecasting in economics, 
and the sale of a “service” to the public, which may have been 
necessary when the first attempts were being inaugurated, but 
which does not find a similar justification under present condi- 
tions. Like most marriages of convenience, this one has turned 
out far better than anyone had a right to expect; but it is hardly 
to be doubted that the present arrangement possesses certain 
features which are bound to prove troublesome in the future. 
The desire to please one’s paying customers may lead to one of 
two opposite results, neither of which is desirable. The fear of 
error, which would cause the loss of some of the paying custom- 


“ So, e.g., pp. 72, 105, 122. “Pp. rar. 
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ers, may lead to inhibitions in the matter of clear and unequivo- 
cal statement of the forecast,®* with the result that it is impossi- 
ble, after the event, to say whether the forecast has succeeded or 
failed. Or the inevitable demand of the “customers” for specific 
and detailed forecasts may force the making of a definite fore- 
cast at a time when, either because of the present unsatisfactory 
state of our scientific knowledge or from the peculiar nature of 
an individual” situation, no definite forecast is possible. There 
is also the inevitable danger of lack of candor in admitting mis- 
takes in the past, and this only because of the fear of losing these 
same paying customers. No agency of research should ever be 
forced to choose between its scientific honesty and its continued 
existence as a going concern. 

2. In all forecasting, a much sharper distinction™ should be 
drawn than has heretofore been the case between the theoretical 
basis of the forecast, which should attempt to lay out the factors 
which may possibly® operate in a given situation, and that part 

“In this connection see the remarks of Dr. Morgenstern on p. 78, though 
they seem a bit strange coming from one who would reduce the function of “in- 
stitutes” at present engaged in the study of business forecasting to the publica- 
tion of statistics “with as little interpretation as possible” (p. 122), and the pro- 
duction of merely a new-fashioned type of “economic history” (ibid.). 

™ The difficulties, in such a situation, might arise either from the fact that 
not enough statistical information was available or that the situation had not yet 
crystallized sufficiently to make clear which of several potentialities was likely to 
be realized. The admission of either possibility in the individual case has of 
course nothing whatever in common with the categorical denial, “in principle,” 
of the possibility of forecasting in economics. 

On the necessity for a clear distinction between the “theory” and the fore- 
cast based thereon, see Morgenstern, pp. 73 f. 

“It should hardly be necessary for me to defend myself here at length 
against the accusation that I oversimplify the whole problem by assuming that 
the variables operating in a given situation are very few in number. I make no 
such assumption; I assume only that the number of possible significant variables 
is not so great that they cannot be distinguished and their action studied. The sci- 
entific correctness of the proceeding would be protected by the use of the im- 
pounding device, “other things being assumed constant”—in the special sense of 
being assumed to remain, as they have been found to be in the past, insignifi- 
cant in their influence. The validity of this device, in actual experiment, would 
depend upon whether the variables excluded from direct consideration did, in 
fact, exercise any appreciable effect upon the final result. If they did, it would 
be necessary, in order to keep our theory in a state of relevance to the problems 
of life, to add a new variable to the “active” part of our scientific equipment; 
to that extent one must agree with Dr. Morgenstern when he says (p. 112 n.) 





MORGENSTERN ON ECONOMIC FORECASTING 339 


of the forecast which ‘consists of the attempt to assign relative 
importance to each of these factors, upon the basis of quantita- 
tive measurement, in the existing situation. It is of the greatest 
importance for the progress of economics, as a science, that it 
should be possible to determine whether the failure in forecast 
was due to inadequate or mistaken measurement, or to faulty 
theoretic analysis in the first place. Mistakes with regard to the 
former affect only the truth or falsity of the original forecast; 
mistakes with regard to the latter affect the validity of a part of 
that “body of analytical technique” which has already been re- 
ferred to as the heart of our science. To know that we have 
failed in forecasting is no disgrace; the disgrace would come 
from being forever doomed to fail simply because we are unable 
to tell why we have failed in each case. 

What is called for, in other words, is much more self-con- 
sciousness as to the presuppositions and the methods underlying 
the attempt to forecast. That there has been much blind “tap- 
ping about in the dark,” with so little to show in the way of defin- 
itive achievement,” is to be attributed, above all else, to this lack 


of methodological self-consciousness. It is this fact which gives 
this courageous and challenging attempt of Dr. Morgenstern its 
chief significance. No difference of opinion on minor detail, no 
difference of opinion even with regard to his central conclusion, 
can for a moment lessen the magnitude and the importance of 
his contribution. 


ARTHUR W. MARGET 
UNIVERSITY OF MINNESOTA 


that, in forecasting, the ceteris paribus which forms part of the theorem must be 
“resolved” (aufgelést) (cf. also p. 115). Yet it will always be true that, for prac- 
tical purposes, we can confine our attention to a comparatively small proportion 
of the forces which have a remote chance of acting significantly in a given situa- 
tion. Here, as always, the problem would be one of steering a middle course 
between a scientifically correct but fairly useless statement to the effect that cer- 
tain broad movements will result, if all other things are held constant, when, in 
fact, they are not at all likely to be constant, and the statement, equally correct 
scientifically, but still more useless practically, to the effect that there are many 
millions of forces operating upon a given situation, and that a complete list of 
them, to say nothing of a complete description of their operation in particular 
cases, would be an undertaking of tremendous dimensions. 

” On the meagerness of the achievement in proportion to the outlay, cf. the 
mournful remarks of Morgenstern, p. 93 n. 
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HE 1928 hearings before the Committee on Banking and 

Currency of the House of Representatives, on the bill 

(H.R. 11806)* sponsored by Congressman James G. 
Strong and intended primarily to bring about stabilization of 
the purchasing power of money, are chiefly valuable as throw- 
ing light on the mental processes of central bank officials. They 
are a study in bank administrators’ psychology. They illumi- 
nate the premises and the logic of Federal Reserve authorities. 
However, they contribute in only a limited degree to a funda- 
mental theory of price movements or to a scientific analysis of 
the possible powers of central banks. 


I 


A vein of confusion runs through much of the testimony, be- 
cause the witnesses do not seem to know exactly what attitude to 
take toward the bill. One moment the witness declares that sta- 


bilization as proposed by the bill is physically and humanly im- 
possible; the next moment, that the new bill would not require 
the Reserve authorities to pursue a policy any different from 
that which they are already pursuing. Thus, the late Governor 
Strong, dwelling upon the former viewpoint, states: “I do not 


* The main features of the bill are in the preamble and in Section (hk). The 
preamble reads: “A bill to amend the act approved December 23, 1913, known 
as the Federal reserve act; to define certain policies toward which the powers of 
the Federal reserve system shall be directed; to further promote the maintenance 
of a stable gold standard; to promote the stability of commerce, industry, agri- 
culture, and employment ; to assist in realizing a more stable purchasing power of 
the dollar, and for other purposes.” Section (4) reads: “The Federal reserve sys- 
tem shall use all the powers and authority now or hereafter possessed by it to 
maintain a stable gold standard; to promote the stability of commerce, industry, 
agriculture, and employment; and a more stable purchasing power of the dollar, 
so far as such purposes may be accomplished by monetary and credit policy. Re- 
lations and transactions with foreign banks shall not be inconsistent with the pur- 
poses expressed in this amendment.” 

Other sections are more or less supplementary. Section (i) provides for pub- 
licity of reasons for changing the discount rate. Section 28A provides for further 
research and investigation in fields pertaining to the problems raised by Sec- 
tion (A). 
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believe, and have never believed, that any method of fixing the 
general level of commodity prices can be devised which would 
enable a monetary and credit policy by a bank of issue to ac- 
complish that object.’” 

Likewise Mr. Adolph C. Miller, of the Federal Reserve 
Board, referring to “the whole conception” back of the bill, as- 
serts: “The theory is untenable; the thing can not be done.” 
He reaffirms “a point-blank declaration against the price level 
as a guide to credit policy,”* and especially attacks the notion 
that long-period or secular swings in prices can be controlled, a 
notion which stretches “the possibilities of the Federal Reserve 
system beyond the nth degree.”*® Of the same tenor are the re- 
marks of Governor Roy A. Young of the Federal Reserve Board: 

Representative Strong: “But you would want to maintain its [i.e., 
money’s] purchasing power, would you not?” 

Mr. Young: “How could you do that?” 

Mr. Strong: “You would want to try to do that, would you not?” 

Mr. Young: “If you can not do something, I do not know that you 
would want to try it.” 

Mr. Strong: “Do you not think that the first duty of any financial 
system is to attempt to stabilize the purchasing power of its unit of value?” 

Mr. Young: “It never has been.” 

Mr. Strong: “Should it not be?” 

Mr. Young: “No, sir; I am not going to say that.” 

Mr. Strong: “Have you, meaning the Federal reserve system, not been 
doing that very thing?” 

Mr. Young: “No.’’® 


After these emphatic pronouncements, one would suppose 
the bill to be absolutely impractical. But we soon are told that 
if the bill were to be passed, it would not alter present policy in 
any material way. Thus: 

Representative Strong: “Would the passage of the law change your 
policy as a member of the Federal Reserve System?” 

Dr. Miller: “As well as I can answer that on the spur of the moment, 
I should say probably not materially.”’ 

“ow 

*P. 109. * P. 263. See also p. 348. 

*P. 214. *P. 415. 

*P. 362. Mr. Strong then points out that all he wishes to do is to direct the 
Reserve officials to continue a policy of maintaining stable conditions such as nu- 
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At an earlier point, Dr. Miller had declared: “My belief is 
that if this bill were enacted in its present form, nothing would 
be accomplished different from what is now the case in the Fed- 
eral Reserve System.’”* 

When we understand that Dr. Miller was appearing tacitly 
as the chief witness for the Federal Reserve Board as evidenced 
by the fact that his testimony occupies about 212 pages out of a 
total of some 447 in the volume, we may well wonder at this final 
viewpoint. At first the proposal of the bill is branded as an utter 
impossibility. Later, the bill, so it is said, will not require the 
Board to do anything different from that which it is already 
doing. 

How reconcile this contradiction? Apparently, when con- 
demning the bill savagely, the authorities are thinking of its 
worst possible interpretation. But later, when considering how 
they would administer the bill, they are thinking of its most rea- 
sonable and liberal interpretation. It then loses its réle as an 
evil dragon and takes on the réle of a workable plan. Obviously, 
the latter interpretation underlies the well-tempered statement 


by Owen D. Young, a director of the Federal Reserve Bank of 
New York: “As to your proposed paragraph 4, if I understand 
it correctly, it expressly imposes on the system the obligation to 
do that which, as a director, I have always assumed was inferen- 
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tially its duty under the existing law. 

These views were, however, disturbing to Dr. Commons and 
other friends of the bill because, as later appears, the Reserve 
authorities meant that if the bill were passed they would inter- 
pret it as directing them to allow wholesale commodity prices to 
fall when production costs were falling as a result of increased 
industrial efficiency. That is to say, they would understand that 
stable industry and trade would then require not stable money 
but falling prices. This issue will be discussed more fully in later 


paragraphs. 
merous Reserve officials had already testified they had endeavored to maintain in 


previous years. See also Mr. Hamlin’s testimony, p. 394. 
oe ® "Pp. 2. 
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II 


In the act of shying away from the stabilization law, the offi- 
cial witnesses throw out from time to time indications of what 
they consider to be an ideal policy. In this respect, the late Gov- 
ernor Strong made a rather startling declaration as follows: 

Governor Strong: “I very firmly believe that everything sought to be 
accomplished by this amendment to the Federal Reserve Act can be accom- 
plished, and, in fact, will be accomplished, provided you have two things. 
First, good management in the system, honest, intelligent management ; and, 
second, a general restoration of the full gold standard in the world.” 

Representative Strong: “Do you mean a full coverage of gold?” 

Governor Strong: “No; I mean the full and free payment of gold in 
redemption of notes circulated in the nations.”*° 


I have called this declaration “startling.” It is startling be- 
cause it counsels the whole world to scrap the great economy 
which the world achieved out of the war period by withdrawing 
gold from circulation. The same advice was given by Governor 
Norman of the Bank of England when he testified in 1926 be- 
fore the Royal Commission on Indian Currency and Finance. 
At the very moment when economy in the use of gold seems of 
paramount importance, we have these two outstanding world- 
figures in central banking circles giving the advice to go back to 
a “full gold standard,” and so to discard the invaluable econo- 
mies won by the discovery that the true benefits of gold can be 
gained without placing gold in circulation. 

Dr. Miller likewise rejoices that the world is moving “to a 
fully restored gold standard, with all that it implies in the way of 
the free movement of gold and provision for the redemption of 
bank notes in gold.’”** The subsequent context indicates, how- 
ever, that he expects gold to circulate not for the most part as 
coin but by proxy through gold certificates or notes with partial 
gold cover. The net impression is that the witness is not at all 

* P. 17, italics mine. See also p. 21. 

“P. 106. Some subsequent testimony (p. 354) seems to indicate that the 
“redemption of bank notes in gold” means merely that, as in the case of Federal 
Reserve notes, the privilege of redemption should be assured but in fact there 
would be negligible circulation of gold coin. At best, the testimony leaves the 


meaning of “redemption” highly ambiguous and, to those concerned about the 
adequacy of gold supply, alarming. 











344 L. D. EDIE 


conscious of the drain on gold stocks which such a “fully re- 
stored” gold standard would constitute. He refuses to acknowl- 
edge the wastage of gold as a matter about which to be seriously 
worried and appears to consider it unimportant to estimate how 
much gold would thereby be drained out of central bank re- 
serves. Quite the contrary, he appears to think the automatic 
gold standard the most reliable credit guide to be found. He 
says, “It is my general attitude that in matters of credit and 
banking policy, as a reliable guide to an administrative body, 
you can place more reliance in the gold standard than in any set 
of devices or formulae that can be invented as a substitute.””* 

Of course, Representative Strong would admit the desirabili- 
ty of the gold standard, with or without gold in circulation, and 
still fight for his proposal, because the choice is not between a 
gold standard and a non-gold standard, but between a non-man- 
aged gold standard and a managed gold standard. The choice 
lies between two forms of gold standard. Indeed the bill itself 
proposes (Section #): “The Federal reserve system shall use all 
the powers and authority now or hereafter possessed by it to 
maintain a stable gold standard.” In spite of this clause, wit- 
ness after witness seems to have held the notion that somehow 
or other the bill would force the country to abandon the gold 
standard as such. The exact intent of the bill is to retain the gold 
standard but to stabilize the value of gold both nationally and 
internationally.” 


III 


A recurrent theme of the testimony is: What is the natural 
or proper trend of prices when increased efficiency is lowering 
the real costs of production? Should commodity prices fall in 
proportion to the improvement of efficiency? Every official wit- 
ness who grapples with the question answers “Yes.” 

Thus, Dr. Goldenweiser, director of research and statistics 
of the Federal Reserve Board, declares: “I think that the de- 
cline in prices during that period [i.e., 1925-27] was due to the 

*™P. 250. 


“The reason for a certain degree of confusion among various witnesses is 
suggested in the final section of the present article. See pp. 346-54. 
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increased efficiency of production, transportation, and distribu- 
tion, and the keen competition among the producing and mar- 
keting agencies.’** The surprising feature of this point of view 
is that the witness elsewhere praises highly the world gold stand- 
ard, with price levels of all countries closely interconnected, yet, 
when confronted with a great world-movement of prices in 1925 
to 1927, he attributes it solely to a domestic cause, namely, in- 
creased efficiency. He overlooks the monetary stringency which 
the rest of the world was imposing upon itself during this period 
in order to realign itself with gold and neglects the international 
character of the deflationary swing of prices. 

Dr. Miller adopts the same philosophy: 

Mr. Strong: “Do you believe that increased efficiency in industry will 
be accompanied by falling prices?” 

Dr. Miller: “I think increased efficiency in industry is bound to bring 
about falling prices.””** 


When Mr. Hamlin of the Federal Reserve Board testifies, 
he not only subscribes to this philosophy, but also declares that 
he would construe the bill to mean “that a lower base of whole- 
sale prices brought about by improvements in productive proc- 
esses would be perfectly consistent with a stable condition of ag- 
riculture, industry, and commerce.’”* 

This revelation disturbs the plans of the stabilizationists. 
They had thought that by setting up a general criterion, “stable 
purchasing power of money,” they could avoid the necessity of 
stipulating any specific index number as a guide to bank policy. 
But the officials declare that they will interpret the bill, employ- 
ing the general criterion, as imposing upon them the duty to let 
wholesale commodity prices fall, when the fall is due to in- 
creased efficiency. And how will they know that increased effi- 
ciency is the cause? Their judgment will decide, just as it at- 
tributed the fall in prices in 1925-27 to increased efficiency, 

*P. 29. See also p. 44. The quotation given above refers to a single period 
only, but the context of Dr. Goldenweiser’s testimony implies clearly enough that 


his general view applicable to most periods contemplates falling commodity 
prices as a natural concomitant of increasing efficiency. 


* P. 357. * P. 394. 
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overlooking entirely the international influences of much greater 
importance. 

This demonstrates one thing to the sponsors of the bill: If 
they wish to realize stable wholesale prices, they must stipulate 
wholesale commodity prices as the guide to stabilization. Gen- 
eral phrases about “stable money” will in practice be construed 
to mean falling wholesale prices. 


IV 


In the crossfire of questions and answers, numerous difficul- 
ties in the pathway of stabilization take form. Four major diffi- 
culties may here be singled out for brief comment. 

1. First, there is the difficulty of preventing fluctuations in 
the general index of commodity prices when these are due chiefly 
to sharp fluctuations in a few individual commodities or in a 
single major group of commodities. For instance, if a shortage 
of farm crops leads to a sharp advance of farm prices and, in con- 
sequence, to an advance of the general commodity index, should 
non-farm prices be forced down so as to hold the general average 
steady? This difficulty looms large in the eyes of administrators 
of the law.*’ No clear solution is volunteered by the witnesses, 
although the inference is made that a stable price index is utterly 
impracticable when sharp fluctuations of some component group 
of prices occur. It would seem to the writer, however, that all 
that is required as a solution is application of the rule of reason. 
The law implies not a rigidly fixed index but a reasonably flexi- 
ble index. If the general index were abruptly upset by one sea- 
son’s abnormal crop, considerable leeway in the index could 
reasonably be allowed. If, on the other hand, a permanent shift 
in the supply and demand relations between agricultural and 
non-agricultural enterprises were to occur, a corresponding shift 
in relative prices of agricultural and non-agricultural goods 
could be allowed, without disturbance to the general average of 
all commodity prices. There is no insuperable difficulty here, 
given reasonable interpretation of the duties imposed by the sug- 
gested law. 

2. Second, there is the difficulty of asserting central bank 


* See Goldenweiser, p. 45; Miller, p. 278. 
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control over the demand for credit. Dr. Goldenweiser observes: 
“T think that you can not make people use credit when they do 
not wish to, and that the price of credit determines the volume 
used only at certain times The Federal Reserve Sys- 
tem is there to meet the demands of the public for credit, and it 
does not force credit on the public.”** In brief, at times the de- 
mand for credit is said to be absolutely inelastic: a lowered price 
would not induce any increase in quantity taken. 

This view is confirmed by Dr. Miller: “Now, it is a debata- 
ble question whether or not in a period of business recession, 
business recession can be arrested by making money cheap. My 
opinion is that it can’t be done to any appreciable extent if at all. 
. . . . I think it is a pretty well-established fact that we cannot 
by monetary operations arrest business recession.”** And again, 
“There must be an appetite for credit before you can affect the 
consumption of credit by your rate.”*° Dr. Commons supplied a 
partial answer by pointing out that if the central bank acts in 
time, it may appreciably soften the recession of prices and of 
business and prevent the demand for credit from getting to a 


stage where it is absolutely non-responsive to bank rate. Time- 
liness of action is everything. Demand is amenable to timely 
control but is intractable under belated efforts at control. But 
this is only a partial answer, for who knows in advance what 
timeliness consists of? “Generally you don’t know what is going 


9921 


to happen until it is already under way. 
In all the testimony, the term “demand” is very loosely used. 
Strictly speaking, we can only refer to demand in specific money 
markets—the call-loan market, the commercial-paper market, 
the bank-acceptance market, the customer-loan market, etc. We 
know all too little as economists of the elasticity of demand for 
credit in these various markets. Usually demand is most respon- 
sive in the call-loan market and least responsive in the customer- 
loan market. Indeed, in the latter market, the demand schedule 
is, except in very violent disturbances, virtually a straight hori- ? 
zontal line. The customer-rate is fixed year in and year out and 


* Pp. 37, 39- * P. 291. 
* Pp. 114, 116. * P.116. Also see Commons, p. 423. 
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whether more or less is borrowed depends not upon the interest 
price charged, but upon the willingness of the banks to push out 
into use more or less funds at the same rate. 

Moreover, there is always a sufficient demand somewhere so 
that all the funds available are, so to speak, at work all the time. 
No member bank carries idle funds, beyond the minimum legal 
and cash reserves necessary. Available funds are loaned out or 
invested all the time. Somewhere there is a demand for the funds 
and this demand is invariably tapped by the banks. This being 
true, it is futile to say of a certain period, “There was no addi- 
tional demand for credit.”” What can be said with significance is 
that there was too much demand for one specific use of credit 
and too little for another. For instance, it can be said, with ref- 
erence to 1927-28, there was too much demand for stock-market 
credit and too little demand for commercial credit. Our crucial 
difficulty is to balance and co-ordinate the demands for credit in 
these various special markets. 

3. It is claimed that the Federal Reserve banks have no ad- 
equate power to prevent resources extended to member banks 
from being drained away from commerce and into Wall Street. 
Dr. Sprague advocated as a remedy for excess brokers’ loans the 
following: 

The Federal reserve banks should indicate their unwillingness to redis- 
count at any rate and for any appreciable period of time in the present junc- 
ture for banks that have a large line of call loans on their books. It is per- 
fectly feasible to bring about a reduction of call loans by informing the 100 
largest banks of the country that the reserve banks will be indisposed to lend 
as much as they may ask when they have a large volume of call loans which 
they can liquidate.?* 


This remedy is rejected by Dr. Miller: 


They [i.e., the member banks] do not come in and say, “I want to get 
$10,000,000 to lend in the call market.” The president of the bank may not 
even know that his bank is short in its reserve account at the Federal Re- 
serve Bank at Boston or New York because of call loans... . . It is not 
so easy to say when a member bank borrows, “Are you borrowing for the 
purpose of lending this for uses that are not contemplated by the Federal 
Reserve Act?” It goes into a common pool, and it is not always easy to 
identify that particular credit and say it has gone into, we will say, stock 
exchange loans or security loans.** 


= Pp. 148. * Pp. 230, 308. 
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The most that can be done is to infer that some part of the whole 
mass of Reserve credit is going into speculation; the Reserve 
banks cannot single out the specific channel of its going. Conse- 
quently, they cannot apply Professor Sprague’s remedy. 

The difficulty is real, but it is doubtful whether Dr. Miller 
is warranted in leaping to the following negative conclusion: 

I would say that until some method, if it is at all practicable, can be de- 
vised by which you can satisfy yourself of the destination of credit that 
comes from the Federal reserve, a program of stabilization such as you have 
in mind, even if it is attainable under ideal conditions, is not going to be 
practicable under conditions as they exist. When you look at the review of 
certain of these periods and see that Federal reserve credit has been locked 
up to a certain extent in security loans it clearly indicates that the Federal 
reserve system has not devised a technique as yet by which it can control 
and send credit the way you want it to go—into stabilizing commodity 
prices.?* 


By way of avoiding abuse of open market powers, Dr. Miller 
offers the following positive proposal: 

I would suggest for your consideration that the purchase of securities 
by Federal reserve banks in the open market should be made subject to the 
affirmative vote of at least five members of the Federal Reserve Board. 

Briefly, I view it this way: That the injection of money into the mar- 
ket in this way is in the nature of the application of force majeure. It is in 
the nature of a surgical intervention, and I think the consultant board ought 
to be a clear majority as to its necessity. If there is a serious doubt on the 
part of a substantial minority, I think that is a good reason for not doing 
the thing.?* 

It is a sharp departure from these views to those of Gustav 
Cassel, who testified: 

The Federal Reserve System has no other function than to give the 
country a stable money. The business of checking stock exchange specula- 
tion is disturbing this function. . . . . It is not the function of the Federal 
Reserve System to check stock exchange speculation.*® 


The net result is to leave the question of policy with respect 
to speculative use of funds in an unsettled state. The Reserve au- 
thorities admit that their experiences in 1927 and 1928 changed 
their own minds considerably. Even now, however, they would 
be far from willing to join with Dr. Cassel in ignoring specula- 
tion altogether as a guide to rate policy. But if central bankers 

™* Pp. 360, 361. * P. 190. * Pp. 382, 384. 
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are confused, so also are economists. There is little in the litera- 
ture of monetary science dealing with the factors governing the 
specific uses to which funds shall be put. In their absorption 
with the quantity theory, economists have discussed at great 
length the aggregate quantities of M and M’, but have ignored 
the breaking up of these aggregates into separate money markets 
and the balancing of their uses for separate purposes. Small 
wonder that the official mind flounders when the scientific mind 
jumps over so vital a subject for economic analysis. 

However, when such uncertainty prevails, the stabilization- 
ist may argue that it is well to set up a definite goal, stable 
money. Then central banks cannot be led astray by temporary 
anxieties about Wall Street or about other distractions. Only by 
acceptance of such a fixed goal can aberrations of the type pur- 
sued in 1927-28 be avoided in the future. If you do not have 
such a permanent goal, there is nothing to prevent your central 
bank from being led off into ephemeral bypaths at any time. 
Either they will be found trying to make money cheap for the 
benefit of the Treasury or to make money dear for the good of 
Wall Street, or to do something else with money to meet a pass- 
ing distraction. 

4. Wecome finally to the difficulty of carrying out the inter- 
national relations necessary to preserve stable money. There is 
the danger that someone will accuse the Federal Reserve officials 
of sacrificing American interests to world-interests. Referring 
to the lowering of the rate in 1927, Congressman Strong asked: 
“If you do that for other countries, would you not do it for 
America?” Governor Young replied: “I do not think that was 
done for other countries. That was purely an American pol- 
icy.”*" And Dr. Miller states: “I am inclined to think that on 
the whole it will be better for Europe and better for us if the Fed- 
eral Reserve shows a less active and eager concern for them.’’* 
He opposed the lowering of the rate of 1927. This testimony 
and much other suggests the conflict between the duties of inter- 
national co-operation and the challenge of “America First.” Re- 
serve Bank officials seemingly must always be ready to deny 
that they have become internationalists. 


* Pars. *P. 125. 
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Much has been said of “informal co-operation” between cen- 
tral bankers. In 1927, Messrs. Norman, Rist, and Schacht, after 
spending a week or so in New York, came to Washington and 
lunched with the Federal Reserve Board. It was “mainly a so- 
cial affair.”*® There were no minutes taken, no record kept. 
Every one spoke “in terms of generalities.’”*° The foreign gov- 
ernors were “desirous of seeing an easy money market in New 
York and low rates.”** Later on the open-market policy com- 
mittee recommended a policy of purchases of securities which 
was made operative early in August, to “prepare the ground, so 
to speak, for a modification of the Federal reserve discount 
rate.”** Not all the governors apparently agreed: Governor 
Schacht “probably stood somewhat apart.”** These talks were 
not “negotiations” or a “conference” but “conversations.” 

The Chairman: “Well, as a result of negotiations or this conference or 
casual conferences, something of a very definite character resulted?” 

Dr. Miller: “Yes.” 

The Chairman: “A change of policy on the part of our whole financial 
system, which has resulted in one of the most unusual situations that has 
ever confronted this country financially. Now, this apparently took place by 
informal discussions, both in the Federal Reserve Bank of New York and 
in Washington. It seems to me that a matter of that importance, even if it 
was discussed informally, should have been discussed and made a matter of 
record in the Federal Reserve Board in Washington and nowhere else.” 

Dr. Miller: “I agree with you.” 


A much more sympathetic review of the conversations is giv- 
en by Mr. Charles S. Hamlin of the Federal Reserve Board. In 
July the open-market committee and Governor Strong came be- 
fore the Board and stressed “the necessity of stabilizing the pur- 
chasing power of Europe as a means of helping the exports of our 
great agricultural products, but there was some discussion of lo- 
cal conditions also.’** There were many differences of opinion 
on the Board, some approving for one reason, some for another, 
and some disapproving. 

Mr. Hamlin clarified one further feature of the internation- 
al problem. A clause of the proposed bill states, “Relations and 

* Miller, p. 217. * Ibid., p. 219. 

* Ibid., p. 217. * Ibid., p. 219. 
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transactions with foreign banks shall not be inconsistent with 
the purposes expressed in this amendment.” This question arose: 
Was that clause an “extra grant of authority?” Mr. Hamlin 
took the view, “I have no doubt, personally, that we have that 
authority; but I should like very much to have this clause re- 
main as it is to remove any possible doubt.’”* 

The underlying tone of the testimony on international rela- 
tions of central banks raises the profound question as to whether 
this country has the courage to undertake a plan of stabilization. 
The Reserve Bank officials are timid about admitting directly 
that they have ever entered upon an agreement, however infor- 
mal, with officials of foreign central banks. The backers of the 
Strong bill seem to resent even the lukewarm conversations held 
with Governers of foreign central banks in 1927. There is no- 
where a clear-cut recognition of the international implications of 
stabilization, nowhere an indication of willingness to face the 
genuine degree of world co-operation necessary if both stable 
money and a gold standard are to be maintained. 

At the beginning, this article was referred to as a study of 
the minds of central bank officials. Relatively brief testimony is 
given by Messrs. Benjamin Strong, Roy A. Young, E. A. Gold- 
enweiser, Adolph C. Miller, and Charles S. Hamlin. Owen D. 
Young and E. H. Cunningham contribute only a brief letter and 
Edmund Platt only a few sentences. Professors Sprague, Com- 
mons, and Cassel hold the stage for a time. But the real center 
of the stage is Dr. Adolph C. Miller. His testimony fills virtual- 
ly one-half of the entire volume. Never before have the internal 
workings of a central banker’s mind been so fully exposed to the 
light of publicity. He is a veteran member of the Federal Re- 
serve Board, having joined its membership at the beginning of 
the System. He testifies with a surprising degree of frankness 
and bluntness. 

The most important positive contribution by Dr. Miller is 
his emphasis upon the complexity of the problem which the 
Strong bill contemplates. Section (4) of the bill presumes that 
some power exists which simultaneously can “stabilize com- 
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merce, industry, agriculture, and employment, as well as prices 
and the gold standard.” “The theory,” he declares, “is unten- 
able: the thing cannot be done.”** It is somewhat like trying to 
steer an automobile by stabilizing the steering-wheel: you cannot 
keep the car in the middle of the road without moving the steer- 
ing-wheel. Now, if you stabilize a price index, you may unsta- 
bilize agriculture, trade, or employment. This difficulty has been 
discussed in its theoretical aspects by D. H. Robertson in Bank- 
ing Policy and the Price Level. During periods of sharp fluc- 
tuation in agricultural crops arising from weather conditions, 
during periods of the introduction of revolutionary inventions, 
during periods of marked increases in industrial efficiency, or 
during periods of abrupt shifts in demand, maladjustments and 
readjustments are inevitable which make it quite impossible to 
stabilize both prices and industry at the same time. How serious 
or prolonged these adaptations may be we do not know. How 
wide the discrepancies between prices and industry at such times 
may be we do not know. How much a deliberate effort to force 
a stable price level might intensify the industrial dislocations we 
do not know. But we do know that a simultaneous stabilization 
of industry and prices at such times is extremely unlikely. We 
should have to make some choice as to which we considered the 
more important—stable business or stable money. Not always 
will the two be co-existent. Dr. Miller sees this difficulty in its 
broad outlines and does a real service to stabilizationists in in- 
sisting that their bill shall fully take the difficulty into account. 

Likewise, the notion that the United States, by a national- 
istic policy, can simultaneously stabilize American prices and re-. 
tain the world gold standard, is rudely shattered. Unilateral sta- 
bilization is out of the question. 

If you stabilize the prices of a given country, that country 
cannot remain on the gold standard of the rest of the world 
where prices are not stabilized. The notion that a single country 
can at one and the same time stabilize everything and retain the 
gold standard is absurd. Stable prices and the gold standard can 
co-exist only when international co-operation and international 
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agreement prevail. But the American people are afraid of in- 
ternational co-operation. Dr. Miller himself-is afraid that our 
bankers will be hoodwinked by foreign bankers. We are still “in- 
nocents abroad.” Even Mr. Strong, proponent of the bill, re- 
veals a sharp distrust of the conversations with foreign bankers 
in 1927 and a desire to go it alone in matters of stabilization. 
The very agriculturists who back the bill would be the first to 
cry out “America First” every time international contacts were 
to be made. There seems to be a grave lack of appreciation 
among the backers of the bill of the fundamental international 
nature of the gold standard. Once you tie up with gold, you can- 
not go it alone. Most stabilizationists seem to underestimate the 
conditions imposed upon their plans by the mechanism of for- 
eign exchange, gold movements, trade balances, and compara- 
tive price levels and interest rates. Dr. Miller calls them back to 
some fundamental realities. 

It is true that the bill refers to the difficulty, but only in this 
negative form: “Relations and transactions with foreign banks 
shall not be inconsistent with the purposes expressed in this 
amendment.” This is a weak gesture indeed. The frank thing to 
say would be: “The Federal Reserve Banks shall undertake to 
set up the relations with foreign central banks necessary to sta- 
bilize the world purchasing power of gold.” It will be said that 
this is impracticable: the answer is that if it is impracticable 
then we in the United States should either get off the gold stand- 
ard or give up the hope of stable money. 

L. D. Epre 
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Outlines of Public Utility Economics. By MARTIN G. GLAESER. 
New York: Macmillan Co., 1927. Pp. xxv-+-847. 

Professor Ely’s introduction states that this is the first volume 
covering the entire field of public utilities and written by an economist. 
Professor Glaeser’s experience includes service with the Wisconsin 
Railroad Commission as statistician and case investigator and later 
work of a consulting and research character for various public and 
private corporations. He is therefore eminently qualified for the task. 
The strong points of the work are those indicated by Professor Ely; 
it is comprehensive, and it is written unequivocally from the public 
standpoint, with the objective and unprejudiced attitude one has a 
right to expect. 

The work is comprehensive, not only in covering railroads, gas, 
electric, telephone, and local transportation utilities, but also in cov- 
ering questions of corporate organization, securities issues, rates—ab- 
solute and relative—valuation, service, expenditures, labor relations, 
and wages. Another element of strength is the historical perspective 
which pervades the book. This is true with reference to the development 
of utilities themselves, of the methods of regulation and of the judicial 
doctrines controlling it—the “rule” of Smyth vs. Ames being present- 
ed as the outgrowth of an outlived phase of the problem. The individ- 
ual enterprise is also viewed in the light of the stages through which it 
typically passes in its development as a “going concern.” This con- 
cept of a “going concern” is stressed and the whole treatment is an- 
nounced as founded on the institutional point of view; though the 
reviewer is not sure that he can trace the specific effects of these con- 
cepts, apart from those which a realistic approach would produce in 
any case. 

Other good points might be ‘mentioned. The wealth of tables and 
charts affords a real conspectus of this group of industries. The treat- 
ment of holding companies, while brief, gives a more adequate view 
of their nature and special problems in this group of industries than 
the reviewer has elsewhere seen. And the discussion of fair return 
traces back to that return which is necessary to attract capital, with 
the investor’s free choice as the ultimate arbitrament, and with recog- 
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nition of the different rates necessary on different classes of securities. 
The discussion of actual standards of valuation is separated from the 
search for proper standards, and in the latter an attempt is made to 
combine the expediencies and compromises of retrospective regulation 
with the choice of an economically sound rule for the future. 

Criticism of this work runs mainly on specific matters of detail. 
The treatment of the basis of public interest in these industries shows 
knowledge of the history, both of the law and of the facts, and avoids 
the error common to theoretical economists of making natural mo- 
nopoly the sole economic ground, but fails adequately to define the 
criterion of public “dependence” which is substituted. The treatment 
of cost accounting is realistic, but seems to claim that it actually meas- 
ures “differential costs” instead of merely affording approximate indi- 
cations of them. The treatment of depreciation describes varieties of 
practice, but with reference to “retirement” reserves (as distinct from 
straight-line or sinking-fund depreciation) does not distinguish be- 
tween those accumulated according to a fixed rule and those accumu- 
lated in varying amounts as earnings permit. 

The police power is described (following Ely) as a power of the 
courts, where it would seem more accurate to say that the power to 
define it is judicial. The necessary return is seen to vary with market 
rates on long-term securities, but the author does not specify whether, 
in applying the principle of differentiation according to character of 
securities, bonds already outstanding would be represented by a fixed 
rather than a variable return. At one point (p. 621) he speaks of utili- 
ties as free from competition, while elsewhere (pp. 53, 103) he speaks 
of them as subject to the “competition” of substitute services. His 
chapter on the “Economics of Regulated Monopoly Price” is puzzling 
until one realizes that it is not the conclusion of the subject of general 
levels of rates, but an introduction to that of differential charges. He 
demolishes the cost theory of relative rates on the unnecessary as- 
sumption that different classes of business would be charged similar 
rates on the basis of their average costs. And in discussing systems of 
differential rates based on cost accounting he states that the demand 
charge is assessed on the principle of what the traffic will bear, though 
actual systems seem to contain a considerable mixture of the principle 
of causal responsibility. 

If a general fault can be found in the book, it is a tendency to fall 
short of tying together all the loose ends of the argument. But this is 
outweighed by the many valuable qualities the volume possesses, 
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which make it a substantial contribution to the literature of the 
subject. 
J. M. Crark 


CotumBIA UNIVERSITY 


International Economic Relations. By JoHN DoNALDSON. New 
York: Longmans, Green & Co., 1928. Pp. xxx-++-620+- 54. 


This substantial work sets forth first the “basic and related fac- 
tors in national and world economy,” namely, the geographic, terri- 
torial or colonial, social (population), legal, and political develop- 
ment of town to world economy and attributes and status of 
states. The work is condensed, factual, enumerative. At each point 
in the outline the subject is treated briefly but adequately, so that 
the same fact may be mentioned under two or three heads. This or- 
ganization and construction tend to make the book hard to read. 

The reviewer would have preferred less description and enumera- 
tion and more discussion. In so far as the author expresses opinions 
and draws conclusions, he is optimistic. He is surprised not at the 
number but at the fewness of nationalistic restrictions. He sees a 
world economy developing in spite of nationalistic obstacles, and 
assumes that this international economic integration is of common 
benefit. That difficulties arise from rivalry for oil resources is less 
basic than the growing international character of the whole industrial 
process. He discounts the evils of cartels and controls of raw mate- 
rials. Give big business a free hand, and natural economic reactions 
and processes offer the most feasible defense against any slight dangers 
that may inhere in the development of monopolies. Certain problems 
of control of raw materials are difficult, but “they occur in a limited 
number of cases and are of less final importance than the fact of the 
international extension of enterprize and the general industrial inter- 
lacing of national economies to form a coordinated structure” (p. 
446). 

The author is not critical of cartels since “doubtless they do more 
to bring about a unified world structure than to prevent it” (p. 346). 
They do not “necessarily” try to gouge the consumer. They have a 
stabilizing influence. The author does not discuss whether the tend- 
ency does not portend a future in which cartels will more commonly 
absolutely control industry; whether any cartel ever maintained rea- 
sonable prices after organizing to the point of eliminating competition; 
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how far the normal operation of cartels (assigning quotas to all exist- 
ing plants in the industry) necessitates the maintenance of inefficiency 
and relatively high prices, and how much the consumer has to pay 
for each dollar’s worth of stabilization of prices and of general business 
conditions obtained from cartels. With the rubber-restriction scheme 
staring him in the face, the author seems to think that control of pro- 
duction with its indirect effect upon price is less harmful to the inter- 
ests of consumers than direct price control (pp. 340-41). 

The author is equally optimistic concerning controls of raw ma- 
terials, though here “there are probably more nationalist restrictions 
than in any other of the fields covered in the basic industrial struc- 
ture” (p. 614). “It is doubtless true that ultimately natural economic 
forces would end or check such controls, by the compulsion of substi- 
tutes if in no other way” but because of the temporary difficulties 
“some indirect governmental encouragement of economic self help 

. is not without justification” (p. 500) “. . . . the striking and 
increasing interdependence of the industries and populations of the 
world, with respect to supplies of materials as in other ways, is itself 
a guarantee of ultimately practical adjustments of the special prob- 
lems that occasionally arise in international relations” (p. 502). The 
author is not sufficiently critical of the defenses put forward by special 
interests. He is credulous enough to say that the Canadian embargoes 
of logs and pulpwood “were doubtless adopted primarily for conser- 
vation purposes.” No reference is made to the instructive history of 
the potash cartel, when effective price control was maintained while 
output per shaft declined by three-fourths and inefficiency reached a 
maximum. If a Dutch-British rubber control should raise the price of 
rubber to a dollar a pound, would Dr. Donaldson consider that the 
consumers’ problem and the international problem were solved at the 
point at which the rapacity of the combine was “held in check” by 
the possibility of artificial substitutes at $1.25 per pound? The quan- 
titative problems are ignored except for the general statement that 
no hard-and-fast line can be laid down for determining reasonable 
profits. 

The work is relatively free from minor errors. Percentages on 
page 44 should be of total population, not of foreign-born. The text 
wrongly suggests that the trade-mark provisions of the tariff act were 
new in 1922 (p. 308) and that China’s 5 per cent tariff converted to 
specific rates dates only from 1901-02 (p. 396). Readers will be 
amazed to learn that Italy has a surplus of iron ore and the United 
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States a deficiency, though “in a truer sense there is no net American 
iron deficit.” The truer sense is that the United States exports fin- 
ished steel, but the author does not state whether this is a net balance 
of exports, nor whether imports either of ore or of steel to the seaboard 
have any bearing on the deficiency or surplus of supplies of ore in 
the country as a whole (pp. 441-43). The comment on American 
plans for the “valorization” of wheat seems confused and undiscrimi- 
nating. 

That export duties may be substitutes for taxes on production is 
limited as the text reads to products which have a more or less 
monopolistic position in world-trade (p. 450). 

Preferential export duties are commonly considered to be more provoca- 
tive of conflict than preferential import duties, which they probably are at 
the present time, but there would seem to be no fundamental difference in 
principle between the two, since both are primarily for the encouragement 
of some industry in given countries (p. 456). 

This may be true, but surely it is no justification of the use of export 
duties to transform a monopoly of a raw material into a monopoly of 
a finished product. Protective and preferential duties are at least not 
monopolistic; on the contrary, they tend to distribute industries, 
giving to each country its fair share as measured by the consuming 
power of the domestic and colonial markets. The author attaches 
undue importance to the fact that the selfishness of nations is without 
malice; they desire to injure each other only when they expect to 
obtain some advantage therefrom. 

The author set himself a large task in a field which has received 
too little attention, and on the whole has completed it very well. He 
has covered a wide field, bringing together the salient facts and point- 
ing to their significance. That his attitude toward leading tendencies 
in world-economy is less critical than that of the reviewer will no doubt 
contribute to the success of the book. 

BENJAMIN B. WALLACE 

SHancHal, CHINA 


Simonde de Sismondi as an Economist. By Mao-Lan Tuan. 
New York: Columbia University Press, 1927. (Columbia 
University Studies in History, Economics, and Public Law, 
No. 298.) Pp. 178. 

Dr. Tuan’s study is rather disappointing if one looks to it for a 
careful statement, criticism, and evaluation of the economic theories 
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of Sismondi. The discussion of Sismondi as a social reformer and 
critic of the classical school is considerably better. The study is based 
largely on his Nouveaux principes d’économie politique and his de- 
scriptive works. His earlier and better work De la richesse com- 
merciale is almost completely ignored. This procedure might be justi- 
fied by the argument that this book was a mere restatement of Adam 
Smith’s system while the later works marked the break with laissez- 
faire, and that it is as a critic that Sismondi is really important and not 
as a disciple of Adam Smith. This view, however, does not take into 
consideration the fact that Sismondi improved upon many of Smith’s 
theories, and that his exposition is generally much clearer and more 
logical. As a consequence, the author limits his formal discussion of 
Sismondi’s economic theories to the problems of crises, population, and 
taxation, which form the body of the Nouveaux principes. He neglects 
to consider some of Sismondi’s ablest writing, on the quantity theory of 
money, international trade, currency inflation, international borrow- 
ing, and the interaction of these factors in the adjustment of the bal- 
ance of international payments.* 

While the author adds little that is new in his criticism and evalu- 
ation of Sismondi’s work, there are many statements with which one 
can easily take issue. For example, he holds that Sismondi advanced 
the first theory of the business cycle (pp. 83, 166) and that he was the 
first opponent of the classical school (p. 18). He considers the phrase 
“mieux value” as the equivalent of the Marxian “Mehrwert” although 
the context shows that Sismondi referred to the increased production 
resulting from the use of capital, rather than to an abstraction of part 
of the laborer’s produce (pp. 43-44). He attributes Sismondi’s view 
that economics is a part of the science of government with human 
welfare as its end to his work in philology and his reading of minor 
Italian authors (pp. 62-63), although Sismondi was well acquainted 
with the writings of the mercantilists, physiocrats, and Adam Smith. 

The chief value of Dr. Tuan’s study is to present in more ex- 
tended form the discussion of Sismondi contained in standard his- 
tories of doctrine such as Gide and Rist’s, which it follows largely in 
organization, point of view, and even in places in phraseology. 

Henry J. BrTTERMANN 

Ouro State UNIVERSITY 


* Cf. De la richesse commerciale, Vol. I (1803), chaps. v—vii. 
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Comptes de ménage de 212 familles de différente position sociale. 
Du Bureau Municipal de Statistique d’Amsterdam, Com- 
munications Statistiques, No. 80, 1927. Pp. v+153. 

This study of the income and expenditure of 212 Amsterdam fam- 
ilies during the year 1923-24 is designed to supplement a similar study 
made in 1918-19 and published as Communication Statistique No. 73. 
The earlier study was based on less complete and accurate data on ex- 
penditures, contained no information concerning income, did not cover 
as wide a range of income classes, and, furthermore, represented the 
abnormal living conditions immediately following the close of the war. 

The 1923-24 study, which is published in the bulletin under re- 
view in both Dutch and French, is in various important respects repre- 
sentative of what is hoped for but not yet attained in American studies. 
The data on expenditures are based, not on estimates, but upon de- 
tailed accounts kept by the households in question. The inquiry sam- 
pled a wide range of economic and social groups. The family incomes 
ranged from Fl. 1,000 to 19,000: 41 per cent of the families having 
incomes under Fl. 2,400; 37 per cent, Fl. 2,400-3,600; and 21 per 
cent, over Fl. 3,600, with about a tenth over Fl. 5,000. Eighty-nine of 
the families studied were of the working class and 123 were those of 
public officials and clerks. Data concerning income and its sources 
were as carefully obtained and analyzed as those on expenditure, and 
the actual income was made the basis of the classification throughout. 
Complete information is presented in regard to the size of the families 
and the age of the members. The amount of the income is studied with 
reference to the age of the main contributor, and families of varying 
size and composition are reduced to a common denominator for the 
analysis of expenditures. An interesting table is presented, comparing 
eighteen methods that have been used for reducing households to con- 
sumption units. 

In general the expenditures of these families follow the same pat- 
tern that has been observed in the consumption habits of American 
families, and incidentally necessitate the restatement of some of En- 
gel’s “laws.” The percentage spent for both food and shelter declines 
as the income rises, but the percentage spent for clothing rises and 
then falls as the higher income levels are reached. 

The food expenditures in this study are presented in detail in 
thirty-four different categories. Expenditures for bread, cereals, and 
potatoes are found to decline in proportion to income as the income 
increases, while those for pastries, meat, and fruits increase. Varia- 
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tions in food expenditures are also shown from quarter to quarter for 
the six income groups. 

All in all, American students of family budgets could find many 
valuable suggestions for the analysis of their data in this bulletin. The 
one outstanding point on which the Bureau Municipal de Statistique 
d’Amsterdam could learn from us is in regard to methods of graphic 
presentation. 

Haze. Kyrx 


University oF CHICAGO 


Adam Smith 1776-1926. By Jacop H. HOLLANDER; JOHN Mav- 
rIcE CLARK; Paut H. Douctas; Jacos VINER; GLENN R. 
Morrow; and Dr. Metcuior Patyt. Chicago: University 
of Chicago Press, 1928. Pp. ix-+-241. $3.00. 

The lectures contained in this volume were delivered at the Uni- 
versity of Chicago to commemorate the sesquicentennial of the publi- 
cation of the Wealth of Nations. The true function of such lectures is 
to stimulate students to read the book itself. “It is the fate of all great 
books to get boiled down and served up cold in textbooks which pur- 
port to tell exactly what the great book comes to, as though a man’s 
conclusions were worth very much apart from the way in which he ar- 
rived at them.” The value of these lectures should be measured by the 
increase in the demand for the Wealth of Nations at the bookshops 
and libraries of the continent. I think, and hope, that their value, thus 
measured, would prove high. 

Two lectures by J. H. Hollander place Adar Smith in the stream 
of English economic thought, and one by M. Palyi describes his influ- 
ence on the economists of Europe. These three lectures are the most 
valuable in the collection. Two lectures deal with the relation of the 
Wealth of Nations to the Theory of Moral Sentiments: J. Viner sees 
between them a gulf which cannot be bridged; G. R. Morrow thinks 
the latter leads to a deeper understanding of the former. J. M. Clark 
in “Adam Smith and the Currents of History” gives an interesting 
genetic interpretation of the Wealth of Nations. P. H. Douglas con- 
tributes a lecture on “Smith’s Theory of Value and Distribution”; 
though he at first considered a discreet silence should be maintained, 
he decided that the errors of an able thinker are, if properly inter- 
preted, only less illuminating than his substantive contributions. This 
apologetic attitude is largely due to Adam Smith’s supposed adherence 
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to the “labour theory” of value, based on quotations from chapter v, 
“of the real and nominal price of commodities or their price in labour 
and their price in money.” But here he is dealing with the still un- 
solved problem of measuring changes in value over a period of years, 
and it is misleading to consider this apart from chapter xi in which he 
tries to use his measure of value. The reviewer suggests that the Ri- 
cardian and socialist doctrines are the illegitimate offspring, and that 
the legitimate line runs through Malthus to Marshall. Adam Smith’s 
theory of prices, i.e., relative prices at a given time, appears extraordi- 
narily modern with its entrepreneur point of view and its emphasis on 
alternative opportunity. It is, however, only fair to add that Adam 
Smith’s great editor, Edwin Cannan, holds views similar to those of Mr. 
Douglas: “Very little of Adam Smith’s scheme of economics has been 
left standing by subsequent inquirers. No one now holds his theory of 


value.’” 
V. W. BLADEN 


UNIveRSITY OF ToRONTO 


Economics and Human Behavior: A Reply to Social Psycholo- 
gists. By P. SAaRGANT FLORENCE. New York: W. W. Nor- 
ton & Co., 1927. Pp. 95. 

In this volume of the New Science Series the author of well-known 
studies on fatigue and efficiency attempts to state the case of the econ- 
omists versus their psychological critics, argue both sides, and pass 
judgment. It is a brilliantly written essay, and the early chapters very 
penetrating and understanding. The later chapters are progressively 
less so; especially in the last two, called “Counter-Attack” and “Con- 
clusions,” the author’s doctrinal leanings stand forth in rather intol- 
erant dress. Many aspersive statements apply to no actual economist 
known to the reviewer, and this is particularly’ true in some cases 
where those to whom they are alleged to apply are called by name. 

The author is, of course, an advocate of induction and statistics. 
And of course nothing is to be said against this. On the other hand, 
however, it is impossible to question that the large practical problems 
in social economic policy still cry for common sense and straight think- 


* Official Papers, pp. 32-33; oral evidence before Royal Commission on the 
Values of Gold and Silver. 


? Economica, June, 1926. 
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ing much more than for new knowledge based on refined (and slow and 
expensive) techniques. In the former domain our author is capable of 
characteristic blunders, as when (pp. 73-74) he throws in, in passing, 
a discussion of diminishing returns which completely confuses varia- 
tion in the relative development of industries with variations in the 
proportioning of productive factors in a given industry. 

In a book of this sort written in 1927 one is surprised to find psy- 
chology represented primarily by McDougall and instinct theory, with 
other views in a secondary position. The latter part of chapter iv (pp. 
57-62) contains germs of an attack on the actual basis of most of the 
confusion in economics, namely, the relations between science and 
control in a field where man is at once controlled and controller, and 
individual and society severally and reciprocally likewise; but the 
germs are not encouraged to sprout. However, we should not look for 
philosophical solutions in a popular book of less than ninety small 
pages of text. 

Frank H. KNIGHT 

UNIvERSITY OF CHICAGO 


Friedrich List, Schrifien, Reden, Briefe. Band IV, Das natur- 
liche System der politischen dkonomie. By Encar SALIN 
and Artur SomMER. Berlin: Verlag von Reimar Hobbing, 
1927. Pp. xvi+643. 

This portly volume, one of an apparently lengthy series in which 
List’s writings are being collected, analyzed, and appraised, publishes 
for the first time an essay on commercial policy which List submitted, 
without success, to a Paris prize contest held in 1837. The original 
French text, some 200 pages long as here printed, and a German trans- 
lation made by one of the editors, are given on parallel pages. An elab- 
orate introduction gives the history of the prize contest, biographical 
notes on the supposed judges, a detailed analysis of the text of the orig- 
inal manuscript, and a careful study of the principal sources used by 
List. The essay itself is followed by some go pages of annotations by 
the editors. The paper and format are excellent and expensive. No 
other economist has ever received as devoted study, as elaborate a col- 
lation of his various writings, as detailed and worshipful interpretation 
and exegesis as List here receives. 

The essay here printed seems to differ in no essentials of its rea- 
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soning from the book which List published under a slightly different 
title in 1841, Das nationale System der politischen ékonomie, al- 
though I have not thought it worth while to make a detailed compari- 
son. Like the later book, it is a highly partisan and exaggerated plea 
for protection to manufactures and for free trade with respect to all 
other commodities. The central idea of the essay is that a country has 
not reached its optimum stage of national well-being, of maximum de- 
velopment of its “productive forces,” until it has developed its manu- 
facturing industries sufficiently not only to take care of its own wants 
for manufactured products but also to produce a surplus for export, 
and that the competition of industrially more advanced countries is an 
insuperable barrier to the attainment of this state of blessedness un- 
less manufactures are protected against foreign competition during 
their period of immaturity. This is, of course, the “infant industry” 
argument expounded in the special terminology of the “theory of the 
productive forces.” The editors of the present work do not succeed in 
making clear what List’s claims to originality can be. The infant in- 
dustry argument had been a commonplace in the English literature on 
commercial policy from the 1750’s on, and was known to French writ- 
ers of the 1830’s. The concept of the “productive forces” was made 
much of by Chaptal, Dupin, Louis Say, and other French writers of 
the period, to whom List acknowledges his indebtedness, and Adam 
Miiller also anticipated him in this respect. List, it is true, attempted 
to build up on the basis of this concept a “theory of the productive 
forces,” explaining their growth and development, as a counterfoil to 
the static value theory of the classical school, with its free-trade tend- 
encies. It is here that List brings his historical method of approach to 
bear on the question of commercial policy, but it seems to be the vague- 
ness of his theory rather than its “genetic” character which has made it 
so attractive to Spann and others of the modern German romantic 
school. List stresses the importance of urbanization as a product of in- 
dustrial development, and of high productive capacity in general as a 
product of urbanization, and his plea for manufactures, and for the de- 
velopment through them of the “productive forces,” is really a plea for 
urbanization. List is entitled to praise as a pioneer of the historical 
point of view in economics. But his actual use of historical material is 
not worthy of praise. His sources are meager and second-hand, he se- 
lects and paraphrases therefrom with flagrant bias, and he uses them 
to fit the course of economic development into a neat and simple pat- 
tern of economic stages which, providentially, always and in every de- 
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tail supports his argument. History, unfortunately, is never actually 
so kind to theories of historical development. 

List does not confine himself to the infant-industry argument but 
reinforces it by most of the protectionist fallacies current in his time in 
both America and Europe. The home market, saving of freight, attrac- 
tion of foreign capital and labor, utilization of by-products, and diversi- 
fication of industries arguments, are all to be found here applied unre- 
servedly in support of protection to manufactures. But with respect to 
raw materials and agricultural products, List is an unqualified free 
trader, making no concessions whatsoever. Of the case for free trade 
in terms of the principle of comparative costs, which Ricardo and Tor- 
rens had by this time already made the argument for free trade which 
the intelligent protectionist had to meet, List seems to have had no 
inkling, and Ricardo is not mentioned by him. His references to the 
doctrines of the free traders, and especially of Adam Smith, are so un- 
fair as to be caricatures, effective enough perhaps for propaganda pur- 
poses, but not deserving of serious consideration as objective scientific 
analysis. 

This series should satisfy to the full any reasonable degree of curi- 
osity as to what List thought and wrote and where he acquired his no- 
tions. If the other volumes of the series are designed on the same lavish 
scale, more pages seem to be necessary to do justice to List’s contribu- 
tion than Palgrave’s Dictionary makes suffice for all economics. List is 
entitled to homage from patriotic Germans as a pioneer apostle and 
martyr of German nationalism. German industrialists seeking still fur- 
ther tariff protection should find some profit in the aggrandizement of 
his reputation. But are not the scholars who, as economists, are lavish- 
ing their industry and ability on this extravagant enterprise displaying 
a rather serious lack of sense of proportion? 

Jacos VINER 


University oF CHICAGO 


The Classified Property Tax in the United States. By SIMEON 
E. Letanp. Boston: Houghton Mifflin Co., 1928. Pp. xiv 


+492. 

This study is published as Volume XLV in the series of prize 
essays on economic subjects sponsored by the firm of Hart, Schaffner, 
and Marx. It was awarded second prize in the Class A Group for 


1924. 
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Professor Leland set for himself in this book the task of study- 
ing the development and achievements of the classified property tax 
in the United States. It has been a large task, but he has achieved a 
notable success in the thoroughness with which he has covered the 
ground and in the soundness of judgment which he has displayed in 
dealing with matters that have been, and still are in some quarters, 
of a highly controversial character. 

The book is in four parts. Part I surveys the background and 
history of the movement for classification, presents the theoretical 
case for the proposal, and the arguments for and against it. Parts II 
and III contain a detailed description of the various systems of prop- 
erty classification, comprehensive and partial, now in effect, and Part 
IV presents the author’s conclusions. Two appendixes contain, re- 
spectively, the votes on classification amendments to state constitu- 
tions and the assessment of intangibles in different states under classi- 
fied tax systems. 

The detailed discussion of the movement cannot be summarized 
within the limits of a review. Professor Leland has done a valuable 
service for students of American taxation in thus bringing together a 
complete account of the history and present status of the movement 
in the different states, and his conclusions regarding the outcome of 
each attempt deserve careful consideration, whether or not they are 
fully accepted in every case. 

Viewing the movement as a whole, it is found that classification 
has attained a reasonably secure place in the American local tax re- 
form program. While the systems of classification in use frequent- 
ly cover all forms of property, there is some disposition to judge 
the results by the degree of success attained in securing a greater 
revenue from intangible property, since this class is most completely 
removed from the operation of the general property tax. Classifica- 
tion has not resulted in a complete assessment of intangibles even at 
low rates. Its justification does not depend on such a result, for every 
other tax is evaded in some degree. The assessment of intangibles 
under classification could be improved, as Professor Leland points 
out, by a different attitude toward the law and by improved methods 
of assessment. The comparison of the per capita assessment of in- 
tangibles with the per capita estimated wealth as of 1922 in a group 
of classification states and in a group of non-classification states shows 
a decidedly higher ratio of assessments to wealth in the former than 
in the latter group (p. 415). 
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Classification is not advocated as the ideal solution. Rather, the 
author holds, with others, that a combination of property and income 
taxes is probably the ideal arrangement, but he stresses the right of 
the state to classify property for taxation in introducing this combina- 
tion. It would be a bitter dose for the rabid supporters of the general 
property tax in certain states to learn from this study that the prac- 
tical effect of the general property tax as administered is to produce 
a condition of extra-legal classification of a most inequitable sort. 
Some of these opponents have been told this often enough before, and 
it is gratifying to have Professor Leland add his testimony and evi- 
dence on this point. 

The author’s conception of the place and function of classifica- 
tion are aptly set forth in his closing words (p. 419), “Classification is 
not a panacea for all the ills of state and local taxation, but it is an 
essential element in a tax system which shall conform to the highest 
attainable standards of equity and expediency developed by Ameri- 


can taxation experience.” 
H. L. Lutz 


PRINCETON UNIVERSITY 


The Guilds of Peking. By JoHN STEWART BurcEss. New York: 
Columbia University Press, 1928. Pp. 270. $4.00. 

Here is a detailed report of an actual investigation of the guilds of 
Peking by a competent American student with the assistance of com- 
petent Chinese. It will take its place with the few studies of Chinese 
guilds, such as those by Morse and MacGowan, which are now avail- 
able. The report is written with restraint and with a willingness to al- 
low the facts to speak for themselves. As examples of these qualities 
may be singled out the handling of the place of religion in guild life 
and the significance of the system of apprenticeship. The author evi- 
dently began the study, as did one of the Chinese investigators, with 
the opinion that the religious aspect of guild life was formal and, to 
some extent, meaningless. He came out with the conviction that reli- 
gion is a matter of importance in most guilds and of first importance 
in some. Apprenticeship in China may be anything from real educa- 
tion in a pleasant family environment to virtual slavery. Professor 
Burgess makes this clear without attempting to generalize on the sig- 
nificance of the institution. 

The Chinese guild, as it exists in Peking, is local in character, its 
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object is the welfare of the group, and it attempts to secure this end by 
limiting competition among its members and working toward local 
monopoly in the hands of the guild. The guild is a “face to face” 
group. It shows solidarity especially against the demands of officials 
or the opposition of other groups. The expenses of the guild are shared 
by its members. There is usually an annual meeting which frequently 
has religious significance. These are Professor Burgess’ generalizations 
and they are followed by an excellent appraisal of the guild (pp. 
212-13). 

The hope may be expressed that Professor Burgess, after this de- 
tailed study, will turn his attention to the wider problems presented 
by the guild. Every student of Chinese economic history and condi- 
tions is interested in giving the guild its proper place and importance 
in Chinese life. An outstanding fact is the localization, one is tempted 
to call it parcelization, of Chinese economic life. Has this not been, in 
part, the result of the guild? Will not the formation of larger econom- 
ic units in China destroy the usefulness of the guild? 

To the westerner Chinese social and economic arrangements seem 
to be out of focus. There is a lack of clear lines and sharp divisions. 
Can we learn anything about this from the guild? This cundition is in 
part due to the existence and persistence of custom and tradition out- 
side of the law and the state. One embodiment of such tradition is the 
guild. It provides a concrete case of the opposition of custom to the 
claims of the government. What is more it has not fared well in the 
face of the claims of modern municipal government in Peking, as Pro- 
fessor Burgess points out (p. 36). This suggests the further observa- 
tion that it is not in the field of economics alone that changes are tak- 
ing place. Modern government may be as destructive of the old régime 
in China as modern industry. 

Why, one asks, are there such differences between the guild in 
China and in the West? One hears nothing of disputes over jurisdic- 
tion from Professor Burgess. Why did not the guilds make for the in- 
dependence of Chinese cities? But these are broad questions which 
Professor Burgess did not set out to answer, and in asking them I do 
not mean to bring into question the usefulness and competence of his 
study. A final comment is worth setting down. Though there has been 
much talk in China of arriving at an economic organization different 
from capitalism through the guilds, there is no mention of a Chinese 
form of guild socialism in this book. 

C. F. RemMer 


University oF MICHIGAN 
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Principles of Inland Transportation. By Stuart DAGGETT. 
New York: Harper & Brothers, 1928. Pp. xvii+-705. $4.00. 

This is the first treatise of the textbook type in which are de- 
scribed the major forms of transportation in the United States. About 
one-fourth of its contents deal in a very interesting manner with the 
economic aspects of automobile, inland waterway, street railway, and 
airplane transportation and the remaining three-fourths is devoted to 
the subject of steam railway transportation. The author divides his 
treatment of rail transportation as follows: general history and devel- 
opment; railway routes and commodity movements; carrier and ship- 
per relationship; administrative problems; regulation; status of rail- 
ways in England, France, and Germany. 

Those chapters in which railway routes and commodity move- 
ments are described represent new methods of approach in the con- 
sideration of transportation conditions and regulatory problems. A 
portrayal of the outstanding facts with respect to the major railroad 
routes in the United States and the conditions under which the prin- 
cipal commodities are transported gives the student and reader suffi- 
cient foundation and background enabling him to understand more 
readily the theory and practice of rate-making and of public regula- 
tion considered in the later chapters. The commodity movements 
specifically described are grain, to which a whole chapter is devoted, 
live stock, fruit, lumber, cotton, and sugar. In these commodity move- 
ment studies the topics discussed in their appropriate places are pro- 
duction areas, concentration, market competition, direction of move- 
ments, lake and rail differentials, refrigeration service and charges, 
terminal problems, and relative rate adjustments. The material con- 
tained in these chapters tends to give the student a fair idea of the vast 
complexities and difficulties and sectional controversies which are in- 
volved in the process of working out and maintaining a satisfactory 
railway rate structure. Just why the author, in describing these com- 
modity movements, did not take up the coal movement is not quite 
clear. The movement is extensive enough to warrant separate treat- 
ment, inasmuch as one-third of the total tonnage originated by Class I 
railroads in 1927 consisted of anthracite and bituminous coal. The 
past and present controversy regarding the coal-rate structure also 
merits more than casual mention. 

Where the author discusses controversial subjects he never fails to 
set forth fully both sides to the controversy. One of the many features 
which appeals to the teacher of transportation subjects is the free use 
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made of maps and diagrams to illustrate the data and principles dis- 
cussed in the book. Seventy-eight maps and diagrams accompany the 
text. The author has succeeded in drawing attention “both to the 
facilities which traffic uses and to the flow of traffic which carriers are 
organized to promote, as well as to the more traditional and publicly 
contentious questions with which legislators have been concerned.” 
An eminently satisfactory book for an introductory course in trans- 
portation. 
Henry R. TRUMBOWER 
UNIVERSITY OF WISCONSIN 


Immigration Restriction. By Roy L. Garts. New York: Mac- 
millan Co., 1927. Pp. 376. $4.00. 
Immigration Crossroads. By CONSTANTINE PANUNZzIO. New 
York: Macmillan Co., 1927. Pp. vii-+-307. $2.50. 

Immigration Restriction is not, as its title might suggest, a plea to 
prevent America from being overrun by foreigners. On the contrary, it 
is a well-documented study of the development of opposition to immi- 
gration and the gradual growth of laws and regulations designed to con- 
trol the immigrant tide from European and oriental countries. While 
Dr. Garis approves the quota plan of restricting immigration, his own 
point of view is for the most part kept in the background and his dis- 
cussion at no point degenerates into propaganda. In the early chapters 
of the book, the author presents interesting materials showing the hos- 
tility to immigrants during the colonial period and the later organized 
opposition which culminated in the know-nothing movement about the 
middle of the last century. Of particular value is the chapter describing 
the long struggle between the states and the federal government before 
Congressional authority over immigration was finally recognized. The 
problem to which the author devotes his chief attention is the recent 
effort to control immigration by means of the quota. The first enact- 
ment of this legislation in 1921, the far-reaching changes embodied in 
the law of 1924, and the controversy over the National Origin plan are 
all set forth in great detail and for the first time make easily accessible 
to students important information concerning our recent changes in 
immigration policy. The closing chapters describe the methods by 
which the United States has brought about the exclusion of Orientals. 
The book would have been more useful as a text if it had included also 





372 BOOK REVIEWS 


a discussion of the social and industrial aspects of immigration. It is 
essentially a monograph limited to the legislative side of this problem, 
and in this field it stands out as an authoritative work. 

The volume by Dr. Panunzio is of an entirely different character. 
Written by a former immigrant, the book discusses immigration as a 
human problem and points out some of the hardships that have result- 
ed from the enactment of our recent immigration laws. The author rec- 
ognizes the right of America to close its gates but regrets that present 
policies were adopted without careful scientific study of the entire sit- 
uation. In his opinion immigration is an international problem which 
can be satisfactorily solved only by giving due consideration to the in- 
terests of all nations. The book is a popular rather than an academic 
discussion of immigration and the organization of the material makes 
it more useful for general reading than for a college text. 

J. F. STEINER 

TULANE UNIVERSITY 


Power Control. By H. S. RAUSHENBUSH and Harry W. Laip- 
LER. New York: New Republic, Inc., 1928. Pp. x-+-298. 
$1.00. 


The reaction that -will be provoked by this little book will un- 
doubtedly vary with the social philosophy, temperament, and econom- 
ic interests of those into whose hands it may fall. By some it will be 
regarded as a much-needed antidote to the soporific arguments by 
which the electric light and power industry has all but hypnotized the 
public into a complete acceptance of its own point of view. In other 
quarters—specifically in the camp of the electrical industry—this 
book will no doubt be looked upon merely as a repetition of old 
heresies. 

The thesis presented by the authors is simple in its outlines. We are 
here confronted with an industry that is marked by recent and phe- 
nomenal technical progress, progress which, although shared perhaps 
to some extent by the rank and file of consumers, nevertheless showers 
its richest rewards upon the promoters of the industry, on one hand, 
and on the large industrial power consumer on the other. The first re- 
sult is achieved through the holding company by means of which the 
cream of thé profits is skimmed off for those who control; the second 
result is accomplished by means of rate structures which unduly dis- 
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criminate in favor of the large wholesale customer, although some dis- 
crimination is admitted as justifiable due to the different conditions 
under which energy is taken. Thus it would appear that the interests 
of the public and of the individual small consumer are by way of being 
sacrificed. Moreover, the state public utility commissions upon which 
we at present rely to correct these matters have lost their grip on the 
situation. This is due partly to the limited appropriations on which 
they operate, partly to the fact that it is extremely difficult to bring 
the holding company under their jurisdiction, and partly to the fact 
that the courts, by giving their sanction to reproduction cost as a basis 
of valuation for rate-making purposes, have placed this fundamental 
proceeding on a very nebulous basis. In view of the fact that the pub- 
lic interest is thus in jeopardy, and in view of the further fact that our 
present method of controlling the industry is inadequate to the task, the 
authors suggest a number of things that may be done. First, the gov- 
ernment should retain and operate generating plants at such places as 
Boulder Dam, Muscle Shoals, the St. Lawrence development, and so 
on, not necessarily to compete with the private companies, but as yard- 
sticks by which we may measure the efficiency of private operation. 
Second, control by contract should be substituted for control through 
the police power, and third, a more tangible and definite rate base than 
reproduction cost should be found. 

There may be much difference of opinion in regard to the interpre- 
tation of fact in this book as well as of proposed solutions of the prob- 
lems involved. Be that as it may, the authors have performed a dis- 
tinct service in presenting here in a compact and eminently readable 
form some aspects of the case that receive scant publicity in compari- 
son with that given the arguments and opinions of the electric com- 
panies. 

EarLe LeRoy RAuBER 


University or CHICAGO 


The Income Tax in Great Britain and the United States. By 
Harrison B. Spautpinc. London: P. S. King & Son, Ltd., 
1927. Pp. 320. 12s. 

This treatise, a doctoral dissertation at the London School of Eco- 
nomics, is a comparative study of two so-called “income taxes.” The 
author attempts complete treatment of neither the English nor Ameri- 
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can tax; but he does use his three hundred pages to good advantage in 
giving the reader an understanding of the two systems. 

The value of the book, for American students, lies in its excellent 
description of the English system. Few Americans read the English 
law with full understanding; nor is the ordinary manual very helpful. 
Dr. Spaulding, however, explains most effectively; and his book affords 
perhaps the best introduction to study of the British tax. 

The author’s pronouncements on questions of policy reflect no 
clear preference for either system. He prefers American methods of 
allowing for wasting assets, of levying upon income of the preceding 
year, of taxing estates and trusts; and he favors our less general ex- 
emption of compensation in kind. The taxation of capital gains, on the 
other hand, is roundly condemned, as are the complicated dividend- 
provisions of our federal law. In general, however, the author’s ven- 
tures into criticism provide the least satisfactory parts of the book. He 
does not write clearly on matters touching the meaning of income; nor 
does he seem to appreciate fully the peculiar objectives of the income 
tax. He condemns as inequitable the American tax on corporate in- 
come, recognizing that it is easily administered and very productive. 
Later on, he rests his case against taxation of capital gains largely on 
the ground that the revenue yield is inadequate to compensate for the 
administrative burden. It is pointed out that the 1244 per cent limita- 
tion favors the wealthy, but with the unfortunate implication that 
complete exemption of capital gains would mitigate this discrimination. 
Dr. Spaulding is much opposed to our late tax upon gifts, for no very 
apparent reason; nor is it clear, if donees should be taxed, why it would 
be so improper simply to treat gifts as income. 

At only one point does the argument verge upon the absurd. In 
the chapter on “Wasting Assets” one finds the following observation 
(p. 187): 

. it may be argued that this practice [of figuring in depreciation 
when calculating capital gain or loss] largely nullifies the benefit of previ- 
ous depreciation or depletion deductions and results in throwing amounts 
previously so deducted into the income of one year—the year of sale. 


In other words, it should be arranged so that taxpayers may eat their 
cake and have it too! 

We have criticized only the author’s opinions on questions of pol- 
icy, although they receive rather little space in his study. For the rest, 
much praise is due. Even typographical errors are rare. 

Dr. Spaulding has performed a real service. His book should be 
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read by every specialist in the field; and certain chapters afford excel- 
lent assignments for classes in public finance. 


Henry C. Smwons 
University or CHICAGO 


The Slum Problem. By B.S. Townroe; with an Introduction by 
Sm J. WALKER SmitH. London: Longmans, Green & Co., 
Ltd., 1928. Pp. x-+-220. $2.25. 

This is a series of articles, expanded into a book. It is interesting 
because the author writes with practical experience of his problem. 
But there are 20 chapters, and each one ends just when the reader 
hopes that serious analysis will begin. One guesses that the author 
is neither liberal nor labor in politics, but though there are frequent . 
disparaging references to rent restriction and building subsidies, it is ¢ 
not made clear what better policy could have been adopted in the 
emergency. Stress is laid on the importance of voluntary housing 
associations and management of house property by women trained in 
the school of Miss Octavia Hill. Most of the book is occupied with 
post-war conditions in Great Britain, but there is a chapter on 
American slums, in which the recent housing projects of Governor 
Smith and Mayor Walker are declared to have been barren of result. 
In slum clearance the author believes that “New York is still far 
behind Europe.” 

C. R. Fay 

University oF Toronto 
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